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The rough analysis of terminal ser- 
vices, already undertaken,* leads to the 
concrete proposal that, as a matter of 


general public policy, all belt-line busi- 
ness—transfer or interchange traffic, 
whether interterminal or by-passing the 
city—should be performed by coopera- 
tive endeavor, either under joint rail- 
road ownership and management; or 
else with all or partial public participa- 
tion, as the case may be. This belt-line 
business, however, ought no longer, in a 
well-devised general consolidation plan, 
to be left split up among several com- 
panies in the same terminal, or con- 
trolled wholly by one or a very few 
roads. Belt-line service ought to be 
truly unified, independently operated in 
the interest of all the carriers serving 
the city. Such is the recommendation 
of the Massachusetts Commission on 


‘Harvard Business Review, Vol. IV, pp. 266-274. 


*Pp. 27, 29, and 44, and most notably in Report 
of Engineers’ Committee, St. Louis, 1922, herein 
subsequently summarized. 


Terminal Facilities for Boston of 
1916.” It ought to be in the larger 
cities so planned as to differentiate the 
by-pass business from the rest, to keep 
through traffic out of the terminal so 
far as possible. It ought to be so co- 
ordinated as to put an end to wasteful 
duplication of plant and effort, to prodi- 
gal extravagance in valuable real estate 
holdings, to uneconomical use of trac- 
tive power and car and train loads. 
And it ought to lessen delays in transit, 
standardize terminal charges, and pro- 
mote sound financing methods in re- 
sponse to the wide-spread public de- 
mand for systematic city-planning and 
civic betterment. 

The proposal for the present to limit 
unification of terminals to the creation, 
under general consolidation plans, of 
single jointly or publicly owned belt or 
transfer lines in each large city, will fail 
to satisfy the advocates of complete 
unification ; inasmuch as it will still leave 
the team-tracks, freight-houses, and in- 
dustrial spurs and sidings in private 
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railroad hands as at present—except in 
so far as such services have already 
developed as an adjunct to the several 
existing belt lines. And it will leave 
undisturbed such enterprises as the 
Terminal Railway of St. Louis, with its 
considerable approach to complete uni- 
fication.* But it would insure that in 
each city, many of the present sources 
of delay and congestion due to lack of 
coordination and of centralized effort 
would be superseded. The degree to 
which the services, intermediate between 
the naturally competitive and the in- 
nately cooperative ones, should be at- 
tached to these belt lines may be safely 
left to be worked out in practice. All 
that the public interest requires is a 
segregation and unification of all of the 
belt-line properties in each larger cen- 
ter, setting them off as independently 
operated concerns, but without any 
declaration of final choice as between 
public or joint private railroad owner- 
ship. 

To set off the belt lines, or transfer 
and interchange service, may not be 
revolutionary enough fully to satisfy 
such bodies as the Chamber of Com- 
merce of the United States, or the 
Board of Economics and Engineering 
of the National Association of Owners 
of Railroad Securities. But it will be 
hailed as a measure of distinct advance, 
a response to public needs and demands. 
The Preliminary Report of the Chicago 
Railway Terminal Commission, 1915, 
puts it thus: ‘The key to the solution 
of our railway terminal problem—with 


*Cf. Engineers’ Report, 1922, hereinafter dis- 
cussed. 


“On the law of closed and open terminals, cf. 
Vanderblue and Burgess, Railroad Rates, Service 
and Management, 1923, pp. 276-278. 


*“The principle of cooperative terminal facili- 
ties and services should be applied to the freight 
traffic as well as to the passenger traffic. Instruc- 
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respect to freight, as well as with re. 
spect to passengers—is to be found in 
the substitution of joint and cooperative 
terminals for separate and competitive 
terminals; this substitution to be 
brought about not by some sudden or 
drastic adoption and execution of a 
complete revolutionary plan covering 
the whole railway terminal situation, 
but by such steps as may be taken from 
time to time with due regard to finan- 
cial and operating conditions.” This 
plan, as herein suggested, will fall short 
of former Chairman Clark’s often-cited 
proposal before the House Committee 
on Interstate and Foreign Commerce 
in 1919, “. . . . in every large commer- 
cial center for a terminal association or 
corporation which would be a separate 
entity. I would make it the terminal 
agency of all the roads that reach the 
place, operated as nearly as could be 
figured out at cost. Then the railroad 


serving that place would turn over the 


trafic destined to the place to this 
terminal agency, and it would be de- 
livered where the consignee wanted it 
delivered on any of its tracks. There 
would not be any question about closed 
or open terminals.‘ There would be 
One terminal for all.’’ Such, I hold to 
be an ideal, probably some day to be 
attained. But for here and now, a less 
radical step which would meet with the 
hearty cooperation of the _ broader- 
visioned executives would be more likely 
to lead to concrete results and would be 
more nearly in consonance with a gen- 
eral consolidation plan.° 


tive applications of this principle are to be found 
in the operations of the Minnesota Transfer Rail- 
way at Minneapolis and St. Paul and the opera- 
tions at Clearing in Chicago. Both these enter- 
prises are clearly demonstrating their advantages 
to the public and to the railroads. The original 
purpose and the present principal business of both 
these enterprises is in handling of interchange car- 
load freight outside of the congested areas of the 
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Concrete illustration of the manner 
‘n which, under a complete consolida- 
tion plan, a single terminal belt railroad 
might be devised in each large popula- 
tion center is evidently in order; and the 
feasibility and advantage of it may be 
clearly demonstrated. Chicago and New 
York are chosen because of the immi- 
nence of public action of some sort 
under direction of public commissions. 
In each case an important element in 
the proposed changes is a definite segre- 
gation of the belt-line business from the 
other terminal activities. This is in 
turn followed by the further separation 
of belt-line business into varieties, rang- 
ing from the purely local, semi-switch- 
ing sort, to those which are clearly of 
the nature of through or by-pass traffic. 
Thus the Progress Report of the New 
York-New Jersey Port and Harbor 
Development Commission in 1919,° 
proposing merely an exterior belt line 
behind the waterfront in New Jersey, 
expands in the full-fledged plan into a 
system of three—inner, micdle, and 
outer—belt lines." Of these the inner 
one is to serve the steamship piers and 
industries adjacent thereto; the middle 
belts, one on each side of the Hudson, 
are to afford “a means for the direct 
interchange of cars between railroads, 
and a thoroughfare for all the railroads 
of the Port to and from the joint car- 
float and joint-lighterage stations, rec- 





cities in or near which they are respectively located, 


so that such freight which is not intended for con- 


sumption or use within these congested areas need 
not enter these areas at all. The obvious advan- 
tages and economy of this principle are so clear 
that it would seem to be axiomatic, and yet it has 
received only a limited and reluctant application in 
American railroading.” Preliminary Report, Chi- 
cago Railway Terminal Commission, 1915, p. 16. 

"T. * 

"Joint Report, idem, 1920, p. 22; and Report, 
Port of New York Authority, 1921, p. 14. 
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ommended by the Commission.”’ This 
will be located just east of (inside) the 
break-up yards of each railroad. Then 
there is to be a third, or outer, belt, at 
first for New Jersey only. It will be 
just outside of the several break-up 
yards, to serve as a by-pass for freight 
which need not enter them at all in 
going around the city. It will also 
serve as an auxiliary to the middle belt 
in time of congestion. The important 
point, however, is not the details, but 
merely the general principle which 
underlies the project and is disclosed by 
its elaboration. 

Just the same sort of belt-line differ- 
entiation is quite universally agreed 
upon as the solution for Chicago. Some 
14 companies, out of 21 terminal cor- 
porations, are now participating in 
transfer or interchange business. The 
problem is to segregate the traffic des- 
tined to move through terminals from 
and to connections, from that which 
moves into and out of the terminal of 
each individual road. There is sub- 
stantial agreement, first, that all of 
these belt lines, together with the belt- 
line portion of the primarily switching 
roads, like the Chicago Junction Rail- 
way, ought to be consolidated into one 
company; and, secondly, that the activi- 
ties, organization, and layout ought to 
make provision for inner, middle, and 
outer belt lines, much like those de- 
scribed for New York.* Roughly, the 
Chicago Junction Railway would serve 





* Bion J. Arnold, as early as 1913, recommended 
something like it. Pp. 28 and 91-94. The Prelimi- 
nary Report of the Chicago Railway Terminal 
Commission, 1915, p. 16, already quoted, suggests a 
similar arrangement. ‘The Belt Railway people 
recommend it. But the best detailed evidence is 
in the Chicago Junction Railway case, 1922 (Fi- 
nance Docket, No. 1165), in testimony of Messrs. 
O’Brien, president (Vol. I, p. 683), and Lee, chief 
engineer of the Chicago & Western Indiana and 
the Belt Railway (pp. 2832, 2842-44, 2866, and 
so forth). 
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for interchange within the city limits as 
an inner belt; the Belt Railway, Chi- 
cago & Western Indiana, Baltimore & 
Ohio, Chicago Terminal Railroad, and 
the Indiana Harbor Belt*® would unit- 
edly form the nucleus of a middle or 
Chicago interrailway transfer company; 
and, yet farther away, as an outermost 
belt system, there would be the Elgin, 
Joliet & Eastern, with perhaps the Chi- 
cago, Milwaukee & Gary road. These 
last would be for through or by-pass 
business, clear around the city.*® 

An important phase of this matter is, 
by clear segregation, to prevent an 
accumulation of purely switching and 
industrial service from encumbering and 
so congesting lines which ought to re- 
main free for interchange service.’ 
Such belt-line consolidation—leaving 
matters individualized and competitive 
as to all other terminal service—would 
be approved, apparently, by such repre- 
sentative men as former president Rea 


of the Pennsylvania, president Gorman 
of the Rock Island, and Mr. Felton, 
chairman of the board of the Chicago 
Great Western—typical of three dif- 
ferent sorts of carrier, serving the city 


of Chicago. Mr. Barlow, speaking for 
the largest shippers’ organization, the 
Chicago Association of Commerce, com- 
mends the plan, upon condition that the 
other terminal facilities, upon which the 
patrons depend for rivalry in service, 
shall remain competitive as at present. 
The plan is by no means new. The 
desirability of consolidation of the 
transfer or interchange carload freight 
trafic at Chicago, by one common 

* Including the old outer line of the Chicago Junc- 
tion Railway, known as the Chicago, Hammond & 


Western, sold to the Indiana Harbor Belt, as more 
serviceable for its type of interchange traffic. 


*Cf. Board of Economics and Engineering, 
N. A. O. R. S., 1922, p. 37, on the use of the 
Indiana Harbor Belt temporarily as a supplement to 
the through by-pass lines between the East and 
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agency, was first recommended about 
1905 by a committee appointed by the 
Chicago lines to investigate and report 
thereon. This committee consisted of 
Messrs. Brown, of the Burlington, 
Harahan, of the Illinois Central, and 
Turner ; the details being worked out by 
a subcommittee, including L. C. Fritch, 
Esq., now vice-president of the Rock 
Island system. After an exhaustive 
study of the entire terminal situation, a 
common system of interchange for car- 
load freight serving all lines was recom- 
mended. The plan was to have an 
interchange yard in the vicinity of 
South Chicago, one at Clearing, and 
one in the northwestern limits of the 
Chicago switching district. All carload 
freight for interchange was to be han- 
dled through these group yards, leaving 
only local Chicago business to be han- 
dled in the individual yards of the sev- 
eral lines. Trains handling interchange 
trafic were to be hauled directly to 
and from the clearing yards, eliminat- 
ing duplication of switching, switch- 
engine miles in interchange, and reduc- 
ing, it was alleged, the time required in 
interchanging cars from an average of 
72 hours to one-third of that figure. 

These plans for coordination of belt- 
line business, making provision for di- 
rect through routes, also aim to pro- 
mote celerity of movement and efficiency 
by means of two or three common trans- 
fer points or clearing yards, at which 
freight originating in every part of the 
terminal area and all transfer freight 
passing through Chicago could be con- 
solidated in line cars for final destina- 
Southeast and the North and Northwest, such as 
the Elgin, Joliet & Eastern, until the latter can be 
made eventually the sole through route, leaving the 
Indiana Harbor Belt for local Chicago transfer 
almost exclusively. See also Railway Age, April 
22, 1921, p. 969. 


“Cf. testimony of Lee, Finance Docket, p. 2842, 
especially. 
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tion or for break-up points out on the 
main lines. Theoretically such consolli- 
dation of trafic should occur, perhaps, 
at one common point, as a clearing 
house is only 100% efficient if it handles 
all of the business. But the difficulty 
is that with rapidly radiating lines they 
severally cross the city limits perhaps 
20 miles apart at the extreme; and for 
Chicago the heaviest volume of inter- 
change is precisely between these most 
widely separated northwestern and 
eastern roads. Interchange data for 
one month, in 1920, of the New York 
Central at Chicago emphasize the im- 
portance of this (presumably) by-pass 
business handled by the Elgin, Joliet & 
Eastern. Carloads were as follows: 








Cuicaco District 





Railway Delivered Received 
Bele Rawway ..0c0¢ss08000s 1,853 1,371 
Chicago Junction ........... 2,284 2,088 
Elgin, Joliet & Eastern...... 5,627 4,193 
Indiana Harbor Belt ...... 7,696 7,698 





Hence most of the plans provide for 
several group clearing yards, instead of 
one. The Board of Economics and 
Engineering, National Association of 
Owners of Railway Securities, of 1922,” 
has most elaborately worked out the 
details. Here again the main point is 
not upon the especial feature, except 
to illustrate the practicability of 
the scheme as a whole. Their plan 
is clearly parallel to the original one 
in 1905, above mentioned. Both 
are founded on belt-line consolidation. 

A feature of the most highly evolved 
of these belt-line plans is to comprehend 
joint or cooperative handling of the 
less-than-carload freight business along 
with the full carloads. The wasteful- 


“ Report, p. 15. 

“Cf. especially, Chicago Report on the Han- 
dling of Less-than-Carload Transfer Freight, Belt 
Railway of Chicago, October 20, 1914 (privately 
printed); and Progress Report, New York-New 


ness and delay incident to competitive 
treatment of this retail railway inter- 
change is generally conceded. Down- 
town freight-houses are badly congested 
by use as transfer stations. Much 
trafic by dray and motor blocks the 
streets and approaches. Much traffic 
is handled and rehandled at very great 
cost.** The Federal Railroad Adminis- 
tration apparently unified much of this 
business. Inbound carriers consolidated 
their through package freight into gate- 
way and destination cars at an inbound 
transfer house, instead of loading cars 
(generally lightly) to individual lines. 
The basic advantage sought during the 
war also at New York through unifica- 
tion lay in the consolidation of less-than- 
carload freight, thereby giving better 
loadings and a reduction in the amount 
of trucking. Most of the plans for 
betterment** propose to group L.C.L. 
transfer stations along the belt-line sys- 
tem at strategic points. Either at in- 
bound separate transfers, or at joint 
stations, each road would deliver its 
transfer freight in solid carloads. The 
Belt Railway report of 1914 estimated 
that freight-house costs could be reduced 
from an average of $1.19 per ton to 50 
or 60 cents—an aggregate saving for 
Chicago of $2,500,000 annually. At 
least a day’s time was also expected to 
be saved. But these suggestions, also, 
are offered merely to show how care- 
fully, and with what considerable 
unanimity of opinion, these several belt- 
line proposals have been worked out, 
not by public commissions alone, but by 
practical operating men as well. 

The very latest expression of expert 





Jersey Port and Harbor Development Commission 
Report, 1919. 


“The Belt Railway report of 1914; and the lat- 
est project of the Board of Economics and Engi- 
neering, N. A. O. R. S., 1922. Also Railway Age, 
April 22, 1921, p. 969. 
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opinion—a most significant contribution 
—has just been published, the so-called 
Report of the Engineers’ Committee, 
St. Louis—East St. Louis Railroad Ter- 
minals, 1922 (pp. 378, with 30 statisti- 
cal tables and 133 maps and diagrams). 
Space forbids the incorporation of the 
many details of this elaborate investiga- 
tion by the chief engineers of the lead- 
ing carriers serving St. Louis. But the 
general conclusions, set forth in this 
memorandum, are so completely con- 
firmed by this body of experts that it 
should be summarized in order finally 
to clinch the matter. Passenger busi- 
ness in St. Louis has long been unified 
under the so-called Terminal Railroad 
Association. But the freight traffic 
has been handled only in part coopera- 
tively, each line retaining a considerable 
measure of independence. As a mea- 
sure of economy and efficiency the Com- 
mittee “recommends the complete uni- 
fication of the classification and inter- 


change of cars, which constitutes ap- 
proximately 85% of the freight traffic;” 
but also “that each railway continue to 
serve the territory local to its own 
terminals in the St. Louis—East St. 


Louis Industrial District.” Or again, 
“The present system should be changed 
and the interchange of freight between 
railroads should be completely unified. 
. . . « The present system of individual 
yards of all railroads and clearing yards 
of the Terminal Railroad Association 
should be developed as a system of 
outer group yards All inbound 
trains with the exception of cars for 
local delivery on the carrying railroad 
should arrive at, and be classified in, 
these outer group yards. All outbound 
trains should be made up in these outer 
group yards, or in outer yards of indi- 
vidual railroads adjacent thereto. Each 
railroad should continue to serve as 
heretofore its local terminals, including 


its freight houses, team tracks and 
industries.’”” Other recommendations as 
to rerouting, electrification, and so 
forth, are not germane to this memoran- 
dum. But on the main proposition of 
unification of all interchange business, 
there is no dissent. 

There seems to be no need for a final 
decision at this time as to policy respect- 
ing terminals, concerning any of the 
immediately foregoing minor details of 
the matter. Nor need the issue of 
public or private joint ownership be 
raised. All questions of management; 
of the treatment of matters of finance, 
especially of underlying liens; or of 
lease or ownership are relatively super- 
ficial and extraneous. Attention should, 
however, be focused upon the basic 
principle of unification as applied to all 
transfer and interchange business. All 
else may well be left for future con- 
sideration as the need arises. But for 
the proper elaboration of any general 
consolidation policy, it is submitted, in 
conclusion, that without agreement upon 
this single phase of terminal operation, 
it will be practically impossible to 
clarify any public policy which, on the 
one side, will be in accord with the best 
prevailing practice; and yet, on the 
other, will be in line with the most 
promising developments for the future. 


Ill 


But why should the public gravely 
concern itself at this time with even this 
detail of the second phase of the sub- 
ject? I think, indeed, that it need not 
do so, at least in any intensive way. 
That aspect of it will in time become 
insistent; but its consideration may also 
be postponed until the keel of the craft 
has been laid down and the ribs are set 
up. Yet, nevertheless, there are cer- 
tain other collateral matters which it 
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may be well at this juncture to envisage. 
For certain of them may require time 
for legislative action, always slow at 
best; and other terminal questions may 
give trouble unexpectedly in settling an 
out-on-the-line layout unless counsel be 
taken, preliminarily, as to the best gen- 
eral policy to be pursued. What fol- 
lows, then, has to do only with these 
more general aspects of a consolidation 
plan, leaving details for subsequent in- 
vestigation. 

The consolidation paragraphs of the 
amended Act to Regulate Commerce 
make no distinction between classes of 
carriers. The law merely directs that 
the Commission prepare a plan “for the 
consolidation of the railway properties 
of the continental United States into a 
limited number of systems.” The evi- 
dent intention was that all the common 
carriers of the country should be in- 
cluded in the plan proposed and 
adopted. Did it, however, contemplate 
perpetuation of joint ownerships such 
as have already been described? Man- 
ifestly it would be impossible to allocate 
each of these terminal properties to cer- 
tain of the “system,” individually. The 
question has already presented itself in 
the case of such bridge lines as the 
Richmond, Fredericksburg & Potomac, 
now owned jointly by six railroads, hav- 
ing connection with it. In the Appendix 
to the Tentative Report of the Com- 
mission,?® I recommended that it be left, 
as at present, jointly owned. The 
Commission’s tentative plan allocated it 
to the Atlantic Coast Line. And all of 
the carrier owners have protested vigor- 
ously against any disturbance of the 
existing arrangement in the hearings 
already held. They contend that com- 
mon ownership alone will preserve the 
even-handed competition directed to be 


63 1. C. C. Report, 554. 
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perpetuated by the Act. The same is 
also true of the Florida East Coast 
Railway, of the Spokane, Portland & 
Seattle Railway, and many other prop- 
erties, similarly situated, geographically 
or strategically. The question must 
be faced in these cases, equally with 
the jointly owned terminal companies: 
Could the Commission, then, legally 
adopt a plan including joint ownership 
under the present wording of the 
statute? 

In interpretation, it is submitted, only 
two courses are practicable. For the 
expedient of allocating each one of these 
jointly owned properties to a particular 
system would disrupt all of the long- 
established practices of the carriers; it 
would run directly counter to the entire 
spirit of the Act, which aims to en- 
courage cooperation within reasonable 
limits; and it is opposed to the entire 
trend of thinking among the public 
commissions and experts in transporta- 
tion, both theoretical and practical. 
Such a proposition would stultify the 
Commission grievously. In avoidance 
of this error, therefore, either one of 
the two remaining courses must be left 
open. The first of these would be the 
application of the word “system’’ in- 
discriminately to these terminal and 
other jointly owned properties. These 
might, in other words, be treated as 
“systems,” either as they now stand, or 
as grouped, in such manner as seems 
advisable. For example, single, uni- 
fied belt lines, jointly or publicly owned, 
in each of the larger cities, could be 
regarded in each case as one of the 
“limited number of systems.’ The 
statute does not specify that they must 
needs be independent—that every last 
little property must merge its identity 
in a large system. Nor does it require 
that these “systems” shall be of equal 
size. Competition is to be preserved 
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“as fully as possible’; but the existing 
routes and channels of trade and com- 
merce must also be perpetuated, “wher- 
ever practicable.” Seemingly, to my 
thinking, the rather vague and general 
mandate of the Congress might well be 
so construed as to permit of the adop- 
tion of such a plan, including a con- 
siderable number of such jointly owned 
yet autonomous properties, as “‘sys- 
tems,” among its component parts. 

The second course would be to halt 
the procedure, entirely, so far as these 
joint properties are concerned, and that 
such amendment of section 5, paragraph 
(4) of the Act should take place as to 
permit a full and free scope to the 
treatment of the subject. Conceivably, 
this may be the necessary course, if the 
liberal interpretation, above suggested, 
be held too drastic or far-fetched. 

At this writing, bills are before Con- 
gress, both in the Senate and House, 
making provision for amendment of the 
Transportation Act respecting consoli- 
dation. The object, among others, is to 
permit actual merger without the pre- 
liminary requirement of preparation of 
a final or complete plan, as embodied 
in the existing statute. These two bills, 
in effect, permit the Commission to go 
forward with approval of applications 
for consolidation—either complete or 
through lease or stock ownership—act- 
ing upon each on its merits and without 
prevision, through preparation of any 
plan whatsoever. In other words, these 


bills eliminate the existing requirement 
of planning in advance. This seems to 
me exceedingly unwise; and I have syb. 
mitted alternative proposals which 
would leave the existing requirement of 
a plan, but which would, by further 
definition of such plan, permit of drastic 
moderation of its assumed requirements, 
My amendment, in other words, would 
permit of the promulgation of a consoli- 
dation plan by districts; with omission 
of all short lines, properties jointly 
owned, and terminals. It might even 
omit specific planning for properties by 
name, consisting thereby merely of a 
statement of principles involved. Thus, 
for example, for trunk-line territory, 
the general principle whether or not the 
Chesapeake Bay soft coal lines should 
be treated separately or developed in 
close connection with the trunk lines, is 
a matter of primary importance. Or in 
the Southwest, there ought to be con- 
sistent treatment of the matter of en- 
trance into Chicago, instead of termina- 
tion at St. Louis. Thus, regardless of 
details, it appears to me to be impera- 
tive that no single application should 
ever be granted upon its individual mer- 
its alone, but always in the light of the 
situation which will be created through 
granting the application for the prop- 
erties which remain. Otherwise, by the 
withdrawal one by one of all the sound 
apples from the barrel, there will be left 
at the bottom a highly uninviting lot of 
culls. 
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STANDARDIZED RESALE PRICES 


By MELVIN T. COPELAND 


INCE 1907 the United States 
S Supreme Court has had occasion 

to pass upon a series of cases 
which involved the rights of a manu- 
facturer to stipulate the prices at which 
his products should be resold by whole- 
salers and retailers. As a result of 
these decisions a manufacturer now 
cannot legally enter into an agreement 
with the wholesalers and retailers who 
market his product whereby those mer- 
chants bind themselves to resell the 
merchandise only at the prices stipu- 
lated by the manufacturer. The owner- 
ship of a copyright or a patent, the 
court has decided, does not carry with 
it the right to control resale prices. 
The use of notices, nominal agency con- 
tracts, and various other devices for 
the control of resale prices has been 
held to be illegal. 

The court has stated repeatedly that 
a manufacturer has the right to refuse 
to sell to any prospective customer; but 
when a manufacturer threatens to exer- 
cise this right unless resale prices are 
maintained, he is likely to become sub- 
ject to prosecution. If a manufacturer 
sets up a system of reports and records 
on which the names of price cutters are 
listed, the use of those records as a 
blacklist for cutting off supplies has 
been held to be in contravention of the 
law. These decisions have been ren- 
dered under the court’s interpretation 
of the Sherman Act and the Clayton 
Act. 

It is to be noted that these cases 
have involved solely the relations 
between an individual manufacturer 
and the merchants who distribute his 


products. The problem of the control 
of resale prices is in no wise a question 
of agreement between a group of manu- 
facturers as to the prices at which they 
severally shall sell. Such agreements 
between competing manufacturers un- 
mistakably are contrary to the pub- 
lic policy of the United States as 
expressed in its laws and court deci- 
sions. Although that policy of prohibit- 
ing price agreements between compet- 
ing manufacturers may have occasional 
disadvantages, it has merits that far 
outweigh its disadvantages, and in this 
discussion of standardized resale prices, 
there is no intent whatsoever to raise a 
question regarding the original pur- 
pose of the Sherman Act and the Clay- 
ton Act. 

Those acts, however, did not ex- 
pressly forbid the maintenance of 
resale prices by a manufacturer, and 
this problem is one which has quite dif- 
ferent aspects from that of agreement 
between manufacturers. The decisions 
on price-maintenance cases which have 
been handed down by the courts are the 
result of the courts’ interpretation of 
the law on points not specifically cov- 
ered by those acts. The courts’ deci- 
sions, furthermore, are being applied 
continually by the Federal Trade Com- 
mission to cases which come under its 
jurisdiction. 

The result of these decisions is that 
a manufacturer cannot legally compel 
observance of suggested resale prices. 
A manufacturer has not yet been for- 
bidden the use of moral suasion for 
inducing the observance of standard- 
ized resale prices, but if moral suasion 
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fails, the manufacturer has no recourse. 
In using moral suasion, furthermore, 
the task of avoiding transgression of 
the law, as interpreted by the Supreme 
Court, is delicate. 

A manufacturer, as was just stated, 
has not been forbidden to name a resale 
price for his product. If the price is 
cut, he has not been prohibited from 
remonstrating with the price-cutter, pro- 
vided remonstrance is not accompanied 
by a threat. He can refuse to sell to 
any customers, provided the refusal to 
sell is not openly or covertly made con- 
ditional upon the observance of a stand- 
ard price. If a manufacturer does 
attempt to use moral suasion, however, 
he is on precarious and uncertain 
ground. It is hardly an exaggeration 
to say that a wink of a salesman’s eye 
may determine whether or not remon- 
strance with a price-cutter is illegal. A 
bungling clerk in writing a letter to a 
customer who has indulged in price- 
cutting may bring on an investigation 
by the Federal Trade Commission and 
perhaps a lengthy and expensive law- 
suit. 

When a manufacturer refuses, with- 
out making a threat, to sell his product 
to a retailer who has price-cutting pro- 
clivities, the manufacturer may become 
subject to commercial blackmail. One 
manufacturer, for example, who has 
sought to maintain the resale prices of 
his product through moral suasion, has 
received at least two letters from 
retailers who are not desirable cus- 
tomers for several reasons, who stated 
that unless the manufacturer sold the 
merchandise to them directly, they 
would secure it by indirect means and 
“cut hell out of your damn product.” 

There are some indications, further- 
more, that adherence to the line of rea- 
soning, on which the courts’ decisions 
have been based, would lead, if carried 


to a logical, final conclusion, to a pro- 
hibition of the suggestion of any stand- 
ard resale prices. It is not difficult to 
imagine a decision which decreed that 
the naming of a standard price by a 
manufacturer and general observance 
of that price by retailers constituted 
a violation of the law. Such a decision 
would upset the sales plans of many 
manufacturers. It also would mean 
that the publisher of a newspaper or 
a magazine, for example, would be pre- 
cluded from stating the customary price 
at which the publication was to be sold. 


I 


Despite the legal decisions that have 
been handed down, many manufac- 
turers are keenly desirous of enjoying 
the privilege of standardizing the 
resale prices for their products without 
risking a breach of law and without 
becoming subject to complaint and 
investigation by the Federal Trade 
Commission. This desire has led to 
recurrent agitation for permissive legis- 
lation by Congress which would allow 
a manufacturer, if he so desired, to 
compel observance of stipulated resale 
prices. The proposals for such legisla- 
tion have been vigorously opposed. 
The subject, therefore, is highly con- 
troversial. The agitation regarding it 
was quiescent during the war period, 
but has been revived actively during 
recent months. 

Irrespective of the merits of the pro- 
posed legislation, the trend of the 
decisions by the courts and by the Fed- 
eral Trade Commission renders the 
matter one of concern to many business 
firms. The fact that there is a distinct 
trend in these decisions, moreover, 
indicates that further modifications of 
the rules are certain to be made, and 
these changes must lead eventually 
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either to the prohibition of the right 
to suggest resale prices and the use of 
moral suasion or to a reversal of the 
recent trend of the decisions. It is a 
subject which cannot remain in a static 
state under existing conditions. 

The basic question that is involved 
in this controversy is whether a manu- 
facturer of a branded article should 
have the right to stipulate or suggest 
standard resale prices. Until a con- 
clusion is reached on that point, it is 
idle to discuss proposed legislation in 
detail or to review all the court deci- 
sions on the subject. The task first is 
to determine what is sound from the 
business standpoint, and in reaching a 
decision on that question, it is neces- 
sary, of course, to take into account 
the consumer’s point of view. 

The types of merchandise around 
which this controversy centers are 
standardized convenience goods’ and 
staple goods sold in shopping districts. 
A manufacturer of specialty goods,’ 
with selected retail distribution, natu- 
rally selects stores that will carry out 
his merchandising plans consistently 
and whole-heartedly. The selection of 
a small number of stores in each com- 
munity to carry his brand and his close 
association with those stores enable a 
manufacturer of specialty goods to 
avoid the danger of having his market 
seriously disrupted by price-cutting. A 
manufacturer of standardized conve- 
nience goods, on the contrary, does not 
enjoy such close relationships with all 
the many stores in which his products 
are sold, and the question of standard- 
izing the resale prices for his products 
is continually arising. 

In the controversy over this subject 


“Copeland, Melvin T., Principles of Merchan- 
dising, A. W. Shaw Company, Chicago, 1924, pp. 
14, 27-31. 


*Ibid., pp. 14, 118 


during the last 20 years, the issue has 
been continually befogged by the exag- 
gerated statements of the enthusiastic 
advocates of legalized price mainte- 
nance on the one side, and by the alarm- 
ist warnings of opponents of such legis- 
lation on the other. The members of 
one group have stated that disaster to 
many business firms would result from 
uncontrolled price-cutting. | Members 
of the other group have stated with 
equal vehemence that heartless exploi- 
tation would result from legalization of 
the maintenance of resale prices. As 
a matter of fact, no bona-fide businesses 
have been ruined by price-cutting, nor 
is there evidence that the public has 
been unfairly exploited by those manu- 
facturers who have succeeded through 
the use of moral suasion in standard- 
izing the resale prices of their products. 
The claims and arguments of. both 
sides, therefore, apparently must be 
discounted. After discounting the 
exaggerated statements, nevertheless, a 
real problem does exist. 

At the outset attention should be 
called to the fact that there have been 
some advocates of price-maintenance 
legislation who were not adhering to 
a one-price policy. Many a manu- 
facturer and wholesaler who has 
denounced price-cutting by retailers has 
himself been following the practice of 
granting extra discounts or inside dis- 
counts to favored customers or has 
been offering “free deals” or prefer- 
ential prices to individual customers 
instead of adhering to a uniform price 
offered openly to all customers for like 
qualities and quantities of merchandise. 
So long as a manufacturer or a whole- 
saler follows a practice of varying 
prices or of granting preferential treat- 
ment to favored customers, he has no 
justification for advocating the main- 
tenance of resale prices by retailers. 
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There is no merit or justice in forcing 
retailers to maintain a standard resale 
price for a particular product if the 
manufacturer of that product or the 
wholesalers who distribute the product 
charge varying prices for equal quanti- 
ties at any one time. 

One of the arguments commonly 
advanced against the legalization of 
price maintenance is that it would 
result in exorbitant profits for the 
manufacturers on whose products the 
prices were maintained. Examples are 
pointed out of manufacturers of patent 
medicines who make very large profits 
and who desire to maintain resale 
prices. Such examples are not typical, 
and they do not constitute conclusive 
evidence for or against the standard- 
ization of resale prices, for the price 
at which a manufacturer sells his prod- 
uct is not necessarily affected by the 
cutting of prices by wholesalers and 
retailers. So far as the general run 
of branded merchandise is concerned, 
furthermore, such as hosiery, shoes, 
baking powder, cereals, ink, paper, 
tobacco, and sheets, to name only a few 
items, the margin of profit which the 
manufacturers normally receive on 
standard brands probably is no greater 
than the margin on many items which 
are sold without brand identification 
or under private brands. If the profits 
of some of these manufacturers of 
branded goods are large in the aggre- 
gate, it is because of the standardized 
quality of the products and the mer- 
chandising methods which result in a 
large and regular volume of repeat 
sales. Unless a standard price is 
accepted by the public as fair, more- 
over, the merchandise will not be 


widely purchased, and in every indus- 
try there are competitors who are will- 
ing and glad to accept orders for 
unbranded goods or for private brand 





merchandise which can be sold in com. 
petition with the standard brands. 
This apprehension of exorbitant profits 
for the manufacturers, therefore, has 
little foundation. 


II 


Another argument advanced against 
the legalizing of price maintenance jis 
that it would result in exorbitant profits 
to retailers. As a matter of fact, how- 
ever, the standard brands of advertised 
merchandise for which manufacturers 
might choose to standardize resale 
prices, if permitted legally to do s0, 
usually carry narrow margins for the 
retailers. Some retailers, in fact, object 
to the standardizing of resale prices 
because of their fear that such a prac- 
tice would cut down their margins and 
render it impossible for them to place 
as high mark-ups on the goods which 
they sell as they feel are necessary to 
cover their operating expenses. Crrit- 
icisms of the narrow margins on stand- 
ard brands of merchandise are raised 
so frequently as to show that appre- 
hension regarding’ exploitation _ by 
retailers under a plan of standardized 
resale prices has no firm foundation. 

A stronger ground for objection to 
the standardization of resale prices by 
a manufacturer is the desire of numer- 
ous retail merchants to exercise en- 
tire freedom in the selection and pric- 
ing of the goods which they sell. Sev- 
eral metropolitan department stores, 
for example, are among the most vigor- 
ous opponents of the maintenance of 
resale prices. These stores maintain 
experienced buying organizations for 
the selection of merchandise and they 
are convinced that they are strong 
enough and sufficiently well known to 
assume full responsibility for the quali- 
ties of the merchandise which they sell. 
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Since they are willing to assume that 
responsibility and to spend large sums 
on advertising their wares to consumers, 
they desire a free hand in pricing the 
goods which they handle. 

It is possible, however, that these 
large department stores are not making 
adequate distinction, from the merchan- 
dising standpoint, between different 
classes of merchandise. Before resale 
prices can be standardized, it is neces- 
sary that the merchandise be standard- 
ized. Novelty merchandise, goods sub- 
ject to sudden shifts in fashion, and 
highly perishable commodities are not 
possible of standardization. The re- 
tailer must select those goods largely 
at his own risk and maintain full inde- 
pendence in pricing them. There are 
numerous other sorts of merchandise, 
however, some items of which have 
been indicated previously, which do per- 
mit of standardization by the manu- 
facturer. 

When a manufacturer standardizes 
his product and applies his brand to it, 
he assumes the responsibility for the 
quality of the goods. If the merchan- 
dise is well received by the public, he 
benefits; if it is not well received, he 
suffers. The retail merchant’s task in 
purveying standardized merchandise is 
altogether different from his task of 
merchandising style goods and other 
articles which are not capable of stand- 
ardization. In purchasing merchandise 
which is identified by a manufacturer’s 
standard brand, a retailer does not 
exercise discretionary choice regarding 
the quality of the goods. He assumes 
no responsibility for the quality. He 
merely orders the quantity which he 
estimates will be required to fill the 
demands of his customers. He has 
only a minor responsibility, if any, for 
sales promotion on that brand. He 
has a quantitative rather than a qualita- 
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tive task in purchasing standard brands 
of merchandise. 

The failure to recognize the differ- 
ence in the merchandising problems of 
these different sorts of goods may have 
been the cause for some of the objec- 
tions of department stores to the main- 
tenance of resale prices by manufac- 
turers. The retailer's fear that he will 
be handicapped by the maintenance 
of resale prices, however, should be 
lessened by the knowledge that for 
most articles, it is possible to secure 
unbranded goods if they are desired 
and, furthermore, it is inevitable that 
even though manufacturers were per- 
mitted freely to standardize resale 
prices, some manufacturers of branded 
products would refrain from naming 
standard prices. A company which 
manufactures a well-known brand of 
toothpaste, for example, has let it be 
known that it does not object to price- 
cutting, provided the reduction does 
not amount to more than 16%% of 
the customary retail price. Several 
other manufacturers of branded prod- 
ucts encourage retailers to run special 
sales at reduced prices on their prod- 
ucts. It also should be borne in mind, 
finally, that a retailer always can refuse 
to deal in any brand if he so desires. 
The standardization of resale prices 
does not destroy the freedom of a mer- 
chant to refuse to buy a particular 
brand of goods. 


Il 


Still another argument raised against 
the maintenance of resale prices is that 
when a manufacturer sells his product 
to a wholesaler or a retailer, he has 
parted with title to it and, therefore, 
has no further interest in the merchan- 
dise. This point has cropped up 
repeatedly in the court decisions. This 
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statement, however, is not quite com- 
plete. When a product has been stand- 
ardized by a manufacturer and bears 
the manufacturer’s brand, the good-will 
which the product enjoys attaches to 
the brand rather than to the retailer 
who sells it. If the merchandise is 
defective, it is the manufacturer’s good- 
will rather than the retailer’s reputa- 
tion which is injured. If the merchan- 
dise is returned to the retailer as defec- 
tive, furthermore, he expects the manu- 
facturer to make good for the defects. 
An even greater consideration is that 
the manufacturer is interested in repeat 
orders. In fact, this interest of the 
manufacturer in repeat orders differ- 
entiates modern merchandising from 
that of earlier periods in which most 
goods were sold unbranded. The 
development of modern merchandising 
and sales-promotion methods at least 
partially nullifies the “market place” 
theory of economics which assumes that 
a manufacturer’s interest in a product 
bearing his trade-mark ceases when he 
sells it. 

The basic argument of the econo- 
mists who have disparaged the standard- 
ization of resale prices seems to be to 
the effect that competition should be 
free and unrestrained. Their view 
apparently is that a retailer should 
have perfect freedom in competition 
and be allowed to reduce his prices at 
will; if he sells merchandise at a loss, 
he suffers; but he has acted of his own 
volition and should not be protected. 
If some retailer can afford to sell mer- 
chandise for less than the price at 
which it is sold by competitors, then 
the cutting of prices is looked upon as 
a working out of economic forces by 
which the less efficient or less econom- 
ical distributors are forced to adopt 
less expensive methods of operation or 
go out of business. 


At the same time that the foregoing 
argument is raised, the question prop- 
erly is asked: why does not a manv. 
facturer rejoice at having the retail 
price of his product reduced as a stim. 
ulus for increasing sales? This is a 
fair question. 

That question is sometimes answered 
by saying that the cutting of prices 
impairs the prestige of an article. 
This may happen in some instances, 
but it certainly has not been proved that 
a loss of prestige universally follows 
price-cutting. Another answer is that 
the cutting of prices by wholesalers and 
retailers results in pressure on the 
manufacturer to lower his costs, by 
impairing the quality of his product or 
reducing the size of the package, so 
that it can be sold at prices which will 
permit the distributors to secure a 
profit at the reduced price levels. This 
pressure is not of major consequence, 
for a manufacturer who has standard- 
ized the goods to which his trade-mark 
is affixed realizes that the quality of the 
goods must be uniformly maintained if 
the brand is to continue to be popular. 
His good-will is at stake and he has 
full power to protect it, in so far as 
maintaining the quality of his product 
is concerned. A manufacturer who 
standardizes resale prices also has a 
moral obligation not to change the size 
of the package in which his product is 
sold without acquainting consumers 
with the facts. These particular argu- 
ments, therefore, need not be given 
serious consideration. They do not 
answer the question regarding the 
grounds on which a manufacturer prop- 
erly may object to the cutting of resale 
prices for his product. 

One of the real grounds on which 
a manufacturer may base his objections 
to the cutting of prices on his product 
by retailers is that such a practice may 
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interfere with the proper distribution 
and merchandising of the article. The 
action of one retailer in starting to cut 
prices on a particular article soon 
influences numerous other retailers. 
This is one of the points which deserves 
special emphasis, because a manu fac- 
turer in certain types of industries 
needs to have his product on sale in 
practically all the stores of a particular 
type in each community and, further- 
more, to have the article properly dis- 
played in those stores. A manufac- 
turer of a grocery product, for 
example, attains the maximum volume 
of sales by having his article on sale 
at all the grocery stores in a com- 
munity. A manufacturer in the drug 
line similarly needs intensive distribu- 
tion. If a product is a staple textile 
fabric, the manufacturer naturally 
desires to have it on sale in as many 
department stores and dry-goods stores 
as possible. In each of these instances 
an article must have as favorable dis- 
play in the retail stores and as favor- 
able presentation as competing articles; 
otherwise potential sales are lost. If 
distribution is inadequate, sales are lost 
not only by substitution of other mer- 
chandise for the brands called for by 
customers, but by the deferment of pur- 
chase as well. The answer may be 
made that if a consumer defers con- 
sumption, there is a gain to him and 
to the community through enforced 
saving. If that line of reasoning were 
followed, however, it would lead back 
to a state in which the sale of only 
such articles as are necessary for exis- 
tence would be approved. Whenever 
price-cutting interferes with a manufac- 
turer's distribution by discouraging 
some retailers from carrying his brand 
in stock, or when the prevalence of 





°Copeland, M. T., Principles of Merchandising, 
A. W. Shaw Company, Chicago, 1924, pp. 28-31. 


RESALE PRICES 399 


price-cutting induces retailers to make 
less favorable displays of the articles 
on which prices are cut than on com- 
peting articles, the effect is to interfere 
with the manufacturer’s prosperity. 
He suffers as a result of the action of 
the merchant who started the cutting 
of prices on the article. 


IV 


The strongest objection to the main- 
tenance of uniform resale prices is 
based on the fact that operating 
expenses show wide variation among 
retail stores and also among whole- 
salers. Retailers who are operating 
under similar conditions and rendering 
similar services, for instance, frequently 
show wide differences in their cost of 
doing business. In addition to these 
differences, which usually are occasioned 
by differences in management, other 
variations in operating expenses arise 
between competing retailers because of 
divergencies in the services rendered. 
A store which sells only for cash and 
makes no deliveries, for example, may 
logically take the position that it should 
be permitted to pass on to customers 
the savings which it effects through the 
elimination of those services. This 
argument, that a retailer who has low 
operating expenses should be permitted 
to reduce prices on manufacturers’ 
standard brands, would be stronger if 
the store which was economically oper- 
ated applied a uniform rate of mark-up 
to all the merchandise which it sold. 
Very few, if any retail stores, however, 
do apply a uniform rate of mark-up, 
nor are prices cut on standard brands 
merely by the amount of the saving in 
operating expenses. From the manu- 
facturer’s standpoint, there would be 
little just ground for complaint if varia- 
tions in pricing were merely com- 
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mensurate with savings in expenses in 
the store which reduced prices. As a 
matter of fact, price-cutting rarely 
reflects merely savings in operating 
expenses. 

The demand of a retailer with low 
operating expenses that he be permitted 
to cut prices on standard brands would 
be stronger if he were selling only that 
class of merchandise in his store. Prac- 
tically every retail store, however, sells 
more or less merchandise unbranded or 
bearing the brands of manufacturers 
who do not object to price-cutting. On 
the unbranded goods and the products 
of manufacturers who do not seek to 
standardize resale prices, a retailer with 
lower operating expenses can pass on to 
consumers his savings in operating ex- 
penses without cutting prices on the 
goods for which the manufacturers seek 
to standardize resale prices. Inasmuch 
as the rate of mark-up, as previously 
has been pointed out, varies materially 
between different items in almost every 
retail store, the retailer has ample 
opportunity to share his savings with his 
customers without cutting prices on 
standard brands. 

That conclusion does not suit the 
ordinary price-cutter, however, because 
he prefers to select standard brands for 
price-cutting. The reason for his pref- 
erence for cutting prices on standard 
brands is that for each of those brands 
a reputation is established; the stand- 
ard quality is recognized; and a cus- 
tomary price has been widely accepted 
by the public. This enables a retailer 
to attract attention by a cut in price, 
whereas a_ reduction in price on 
non-standardized merchandise attracts 
little attention, for then the consumer 
has no adequate guide as to whether a 
real bargain is being offered. In other 
words, a retailer cuts prices on a stand- 
ard brand of merchandise because the 
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manufacturer of that merchandise has 
established a reputation for his prod. 
uct. In cutting prices, therefore, the 
retailer seeks to trade on the reputa. 
tion established by the manufacturer, 

Some of the large department stores, 
as has been pointed out, are particu. 
larly vigorous opponents of the stand. 
ardization of resale prices by manufac. 
turers of standard products. in sey- 
eral of these stores the practice was 
prevalent at one time of featuring 
“bargain” sales. The tendency during 
recent years however, has been for 
department stores to depart from the 
bargain-sale program, and more and 
more department stores are seeking to 
obtain exclusive styles for fabrics and 
garments and exclusive agencies for 
various products which they sell. In 
that way they are able to avert direct 
price competition except on_ those 
brands of standard merchandise which 
are used as price leaders. If all the 
facts were known, I suspect that some 
prominent retail stores which feature 
cut prices on well-known manufac- 
turers’ brands would be found to have 
exclusive patterns or private brands on 
much merchandise which they sell, on 
which a substantially higher rate of 
mark-up is placed than on the cut-price 
lines. The customers of these stores 
may be receiving fair values in the mer- 
chandise which they buy, but, by cut- 
ting prices on standard merchandise, a 
store which has a materially higher rate 
of mark-up on non-standardized goods 
is likely to give an impression to the 
public which is not wholly true. 

The advocates of price-maintenance 
legislation, as has been stated, have 
averred continually that serious injury 
was likely to result from indiscriminate 
price-cutting. Those who have been on 
the other side of the controversy have 
replied by asking for evidence as to 
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instances in which a manufacturer of a 
bona-fide product had had his market 
destroyed by price-cutting. Little such 
evidence has been presented, and the 
absence of such evidence is not infre- 
quently cited as one of the strong argu- 
ments against the standardization of 
resale prices. 

The fact that manufacturers of 
standard merchandise have not suffered 
disruption of their markets through 
price-cutting does not necessarily prove 
that price-cutting has not harmed them. 
It merely shows that their products 
were of such quality that they could 
withstand the inroads of the price-cut- 
ters or that other means have been 
found for circumventing the effects of 
price-cutting. The manufacturers of 
well-known brands of soap, toilet 
articles, or safety-razor blades, for 
example, have been able to establish 
such strong demand among consumers 
that they have been able practically to 
attain complete distribution of their 
products even in the face of price-cut- 
ting. In so far as the price-cutting has 
increased sales resistance and sales fric- 
tion, nevertheless, it probably has 
added to the manufacturers’ selling and 
advertising expenses and thereby caused 
economic waste. 

The preceding statements apply to 
the experience of manufacturers of 
well-established popular brands. Their 
position has been quite different from 
that of a manufacturer seeking to build 
up a reputation for a standard article 
of merchandise. In contrast to the 
manufacturers with established brands, 
let us consider the case of a manufac- 
turer, say, of a staple cotton fabric, who 
desires to identify his product by a 
trade-mark and to earn a reputation 
for the product bearing that mark. It 
would be advantageous for him to 
have that merchandise on sale in most 
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department stores. How many depart- 
ment stores will purchase such mer- 
chandise, at least until large sums have 
been spent in advertising it? And how 
many wholesalers will be willing to 
carry it? Only a few. The pro- 
prietors of many department stores 
and dry-goods stores and dry-goods 
wholesalers are so apprehensive of 
price-cutting on standard brands that 
they prefer to sell unbranded goods or 
private-brand merchandise. Numerous 
department-store managers and dry- 
goods wholesalers have arranged for 
the purchase of goods bearing their 
individual private brands to supplant, 
if possible, manufacturers’ brands on 
which prices have been knifed to cost 
or below by competitive price-cutting. 
In the grocery trade, likewise, numer- 
ous wholesalers have undertaken to sell 
merchandise under their own private 
brands in order to avoid the effects 
of price-cutting on standard brands. 
Similar practices have appeared in 
other trades. The result is that many 
a manufacturer, unless he is in an 
exceptionally strong financial position, 
must forego the privilege of identify- 
ing a worthy product with his trade- 
mark and must continue to manufacture 
numerous private brands for whole- 
salers and retailers. 

Under some circumstances the manu- 
facture and sale of merchandise bear- 
ing wholesalers’ and retailers’ private 
brands is a sound policy. If those 
brands are used, as they are in many 
instances, however, merely as a means 
of averting price-cutting, the effect is 
to keep up production costs and dis- 
tribution costs of some manufacturers 
beyond the points where those costs 
would be if the manufacturers could 
concentrate on the production of stand- 
ard goods bearing their own brands 
and subject to their responsibility. In 
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considering the economic effects of 
price-cutting, therefore, it is necessary 
to reckon with the economic wastes that 
result from the multiplication of pri- 
vate brands and the extra sales and 
advertising expense that is necessary to 
overcome the sales resistance engen- 
dered by price-cutting. 


V 


Many of the foregoing points have 
been referred to in previous discussions 
of the subject of price maintenance. 
There is another aspect to the basic 
problem involved in this controversy, 
however, to which practically no atten- 
tion has been given. 

When a retail store cuts the price on 
a standard brand of merchandise, it 
tends to throw emphasis onto the price, 
whereas the manufacturer of that 
product may prefer to merchandise his 
goods by catering primarily to other 
buying motives than economy in pur- 
chase. The utilization of these other 
buying motives is a legitimate form of 
competition. In the United States we 
operate strictly under the competitive 
system of industry. In the decisions of 
the courts, in the rulings of the Federal 
Trade Commission, and in most of the 
discussions regarding the maintenance 
of resale prices, however, the fact has 
been lost sight of that under modern 
merchandising conditions competition is 
by no means restricted to price com- 
petition. 

Competition involves a stimulation 
of wants as well as a reduction in 
prices. In practically every line of 
business, efforts are being made to 
stimulate the demand for the commodi- 
ties or services offered for sale by 
arousing buying motives other than 
price. The effect of arousing other 
buying motives frequently leads to an 


expansion of the wants of consumers, 
A gratification of expanding wants 
typifies a rising standard of living. If 
the standard of living rises for any par. 
ticular individual, family, or group, less 
and less of their income is spent on 
necessities. With rising standards of 
living, buying motives other than price 
are brought more and more actively 
into operation. A manufacturer, there- 
fore, may well elect to standardize the 
resale price for his product, provided he 
can do so legally, in order to throw 
emphasis onto other buying motives. 
He may prefer to set a standard price 
at which his product is to compete with 
the products of other manufacturers in 
retail stores rather than to leave to 
retailers the determination of what 
that price shall be or perhaps rather 
than to let one retailer or a minority 
of price-cutters determine the resale 
price. 

Take a manufacturer of hosiery, for 
example, who produces men’s hosiery 
to be sold on a definite price scale. 
The product is standardized and made 
in only a few grades. This has resulted 
in economies in production and regular- 
ity in employment for the working 
force. The prices at which the hosiery 
is sold indicate the commercial grade of 
the product. The manufacturer spon- 
sors the qualities, such as fit and dur- 
ability, which cannot be judged by the 
consumers at the time of purchase. 
This manufacturer prefers to have his 
product sold at standard resale prices 
to avoid confusion as to the grade of 
the product and also in order to have 
the sales emphasis thrown onto such 
buying motives as durability and 
dependability in quality. In standard- 
izing resale prices, competition has not 
been lessened, but competition has come 
to be primarily between manufacturers’ 
brands rather than between retail mer- 
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chants. In many ways brand competi- 
tion is the more desirable type of com- 
petition for standardized merchandise, 
because it places unmistakably the re- 
sponsibility for all the qualities of the 
goods. 

Brands have been developed to 
distinguish the products of one manu- 
facturer from those of other manufac- 
turers. The brand is essentially a 
competitive device. It serves as a guide 
to consumers on qualities which they 
desire to obtain in the merchandise 
which they purchase. In so far as a 
manufacturer embodies in his product 
qualities which consumers desire to 
obtain, the brand is of service to con- 
sumers. A manufacturer of breakfast 
food, for instance, has built up a large 
business by furnishing consumers with 
an article which has a flavor and a 
freshness that they relish. Consumers 
buy that brand, not because it is 
cheaper than other breakfast foods, 
but because they prefer its flavor. 
Each of the well-known brands of 
breakfast foods, in fact, represents to 
consumers certain flavors or qualities, 
and their purchases are governed far 
more by the qualities which each brand 
represents than by the price at which 
it sells. This case is typical of many 
others. 

The practice of a retailer, who by 
price-cutting seeks to substitute other 
buying motives for those which the 
owner of the brand has found best 
suited for merchandising his product, 
is interfering with the value of that 
brand, and, therefore, with the manu- 
facturer’s good-will. The interest of a 
brand owner does not cease when a 
particular lot is sold. The prosperity 
of his business is dependent in large 
measure on the popularity of his brand, 
which signifies certain qualities to con- 
sumers, The establishment of a good 
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reputation which attaches to the brand 
or trade-mark that identifies an article 
facilitates continuity of patronage and 
permanency in business relations. This 
continuity of patronage and perma- 
nency of business relations is one of the 
primary objectives in modern merchan- 
dising, for the manufacturer of a stand- 
ardized product bearing the maker’s 
trade-mark is fully as much concerned 
with building for the future as with 
immediate sales. From the standpoint 
of consumers as well as from the stand- 
point of manufacturers and merchants, 
it is fully as desirable to encourage 
brand competition as to encourage 
mere price competition. If a manufac- 
turer finds that standardization of 
resale prices will aid in the develop- 
ment of his brand by facilitating the 
stimulation of other buying motives, he 
should be permitted to stipulate resale 
prices and to select dealers who will 
observe those prices. 

It may be observed, parenthetically, 
that a manufacturer unquestionably has 
the right to operate retail stores if he 
chooses to do so. In those stores he 
can control the resale prices. A manu- 
facturer who sells to consumers directly 
by house-to-house canvassing, likewise, 
has full control of the prices which con- 
sumers pay. And by delivering mer- 
chandise to retailers to be sold on con- 
signment, a manufacturer can retain 
full power to regulate selling prices. 
It is by no means obvious that it is fair 
that a manufacturer who sells his prod- 
uct to retail and wholesale merchants, 
who are in competition with manufac- 
turers’ retail stores and house-to-house 
salesmen, should be wholly deprived of 
the right to regulate the prices which 
consumers pay for his product. 

In summary, it may be pointed out 
that many manufacturers, as well as 
publishers and other business firms, 
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have retailers’ list prices or advertised 
retail prices of their products. That 
practice indicates a preference in almost 
every instance as to the retail prices at 
which the articles are to be sold. This 
expression of preference as to resale 
prices is a wide-spread business prac- 
tice. It is open and aboveboard. 
Instead of being a conspiracy or a sub- 
terfuge, it is the frankest sort of com- 
petition. The price marks on the goods 
help to indicate the commercial grades 
of the product. They are an aid to con- 
sumers in selecting merchandise and 
show that the manufacturers wish to 
take the full responsibility for indicat- 
ing the quality of the merchandise to 
which their trade-marks are affixed and 
for specifying fair retail prices. The 
statement of the retail price of a prod- 
uct by a manufacturer is far less ob- 
jectionable from the standpoint of 
business policy and public interest than 
the varying price practice which is still 
sO common among many manufacturers 
and wholesalers. The stipulation of the 
retail price by a manufacturer aims to 
place the competition of the product 
primarily on other grounds than price. 
Only a brief consideration is necessary 
to establish the fact that price is far 
from being the only buying motive of 
consumers ;* consequently it is by no 
means the only ground for competition. 
Inasmuch as it is true that competition 
may occur on grounds other than price, 
a manufacturer obviously should be 
permitted to choose the ground on 
which he prefers to compete. Retailers 
and wholesalers then are privileged to 
decide whether or not they will carry 
that brand of merchandise. Price- 
cutting tends to interfere with the mer- 
chandising plans of a manufacturer of 


*Copeland, Melvin T., Principles of Merchan- 
dising, A. W. Shaw Company, Chicago, 1924, pp. 
155-215. 


standard goods who aims to standard. 
ize resale prices. When a retailer or a 
wholesaler starts to cut prices, he con- 
sequently is interfering with the devel- 
opment of the reputation for the manv.- 
facturer’s brand, and the action of the 
price-cutter may thereby lessen the 
manufacturer’s good-will. Price-cutting 
on standard brands of merchandise 
usually is predatory. 

When the conclusion is reached that 
unrestricted price-cutting on standard 
brands of merchandise is likely to be 
predatory in character, we come back 
to the question of means of preventing 
such invasions of the rights of the 
owner of a brand or trade-mark. 


VI 


As was pointed out at the beginning 
of this paper, the restrictions on the 
standardization of resale prices have 
resulted from court decisions under the 
Sherman Act and the Clayton Act. | 
believe that it is desirable that the 
problem should continue to be handled 
through the courts by restoring to 
manufacturers some of the privileges 
of which they have been deprived and 
by refraining from extending the de- 
cisions to points which would make the 
rules more restrictive than they are at 
the present time. In the first place, the 
right of a manufacturer of standard- 
ized goods bearing the manufacturer's 
trade-mark to suggest standard resale 
prices should be definitely recognized, 
provided that manufacturer is adhering 
to a one-price policy. When a manufac- 
turer of a standard product who is ad- 
hering to a one-price policy names re- 
sale prices for his merchandise, the 
action of any retailer or wholesaler in 
cutting those prices should be held to 
be predatory and unfair, unless the 
merchant can prove that the cut in price 
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is justified. In other words, the burden 
of proof should be thrown onto the 
price-cutter. 

Decisions to this effect would not im- 
mediately eliminate all price-cutting, 
but in the course of time most of. the 
predatory price-cutting could be 
stopped and much of the uncertainty 
under which a manufacturer now op- 
erates, if he seeks to maintain prices 
by moral suasion, would be eliminated. 
A recognition by the courts of preda- 
tory price-cutting as being unsound eco- 
nomically and not of real advantage to 
the community would go a long way 
toward solving the problem. 

A better comprehension by the courts 
of the basic problems of merchandising 
probably would result in a modification 
of the recent trend of decisions without 
further legislation. That process, how- 
ever, is slow and uncertain. If the 
subject is left entirely to the courts, the 
result may be that a more intricate 
maze of technicalities will appear in the 
decisions. Legislation, therefore, prob- 
ably is necessary to guide the courts 
and to expedite the rendering of clear, 
sound decisions. 

Various bills have been presented to 
Congress for legislation that would 
enable a manufacturer of branded mer- 
chandise to control resale prices. I do 
not believe, however, that the problem 
can be solved satisfactorily by means 
of the type of legislation which has 
been proposed. There are many 
obstacles to the framing of price-main- 
tenance legislation that would meet 
adequately all the varying conditions 
to which such legislation would have 
to apply. It has been recognized in 
the bills presented to Congress that 
price reductions must be permitted 
when a distributor actually discontinues 
dealing in such merchandise, when he 
goes out of business, when he becomes 


insolvent, or when the merchandise is 
subject to attachment or levy by virtue 
of court proceedings, provided that in 
each instance that merchandise is ten- 
dered to the manufacturer for repur- 
chase before resale prices are reduced. 
In order to be fully satisfactory it 
would be necessary also that such legis- 
lation should take cognizance of the 
necessity of permitting a retailer to cut 
prices when his stocks became exces- 
sive, when clearance sales are required 
for reducing inventories at the end of 
a season, and when style changes occur, 
unless the manufacturer is willing to 
accept returns of merchandise at cost 
prices. The difficulties of framing 
price-maintenance legislation, which 
would make adequate provision for all 
contingencies, be fair both to the manu- 
facturer and to the retailer, and not 
subject to abuse by cither, seem to me 
to be insuperable. 

A more effective and a more prac- 
tical piece of legislation would be an 
amendment to the Federal Trade Com- 
mission Law which declares that when 
a manufacturer suggests standard re- 
sale prices for merchandise which is 
identified by his brand or trade-mark, 
the cutting of those prices by a whole- 
saler, retailer, or other merchant or 
dealer is to be deemed an unfair trade 
practice unless the Federal Trade Com- 
mission can show that the manufacturer 
is not warranted in standardizing his 
resale prices or the merchant or dealer 
who cuts those prices can prove that 
the cut is warranted by conditions exist- 
ing within that merchant’s or dealer's 
business or by some action of the manu- 
facturer. 

The basic question in this problem of 
standardizing resale prices is: what 
constitutes predatory price-cutting? 
Under the type of legislation just pro- 
posed, as an amendment to the Federal 
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Trade Commission Law, a series of 
test cases will reveal expeditiously the 
conditions under which a merchant is 
warranted in departing from the stand- 
ardized resale prices. In the same way 
the circumstances can be determined 
under which it is misleading for a manu- 


facturer to stipulate resale prices.’ The 
purpose of the legislation should be not 
to grant manufacturers rights to enforce 
maintenance of resale prices, but rather 
to prevent predatory price-cutting, un- 
der the jurisdiction of the courts and 
the Federal Trade Commission. 
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THE EVOLUTION 
OF THE AUTOMOBILE MARKET 


By CLARE ELMER GRIFFIN 


HE automobile industry has taken 
T an undisputed place as one of the 

country’s key industries. Its pro- 
duction together with other barometers 
of business, is closely watched by those 
who would diagnose our current indus- 
trial condition. In the minds of many 
people, however, there is still some 
question of the future of this great 
industry. It is estimated that in 1895 
there were produced some 300 motor 
vehicles; 10 years later the year’s pro- 
duction was 25,000; in another 10 
years (1915) it was 900,000; and in 
1925 the production was 4,150,000. 
This rate of growth has been so rapid 
that there are those who question 
whether the industry rests upon a sound 
basis or whether perhaps its phenom- 
enal rise will be followed by a corre- 
sponding debacle or, at least, by a con- 
siderable retrenchment. May it not 
come about, so runs the query, that in 
the not far-distant future the potential 
buyers of automobiles will have become 
actual owners; and when that condition 
is reached, will not the industry find 
itself with a tremendous fixed plant and 
a greatly restricted market? The fol- 
lowing discussion of certain changes in 
the domestic market for automobiles is 
designed to throw some light upon this 
question. 


Market Phases 


The automobile industry is appar- 
ently passing through certain fairly well 
defined stages in its development. Dur- 
ing the first stage the industry was pro- 


ducing a novelty product. This stage 
was one of experiment, in which the 
principal problems were those of inven- 
tion, refinement of the product, and 
introducing to the public the idea of 
automotive transportation. During this 
stage the volume of sales was small, 
though sales increased at a rapid rate 
almost from the beginning of the indus- 
try. The end of this phase of the indus- 
try can be rather arbitrarily set at the 
year 1910, at which time there were 
registered in the United States 468,000 
motor vehicles. 

This stage was succeeded by another, 
which can be called the stage of expan- 
sion. Radical improvements and changes 
in design have continued to be made, 
but the principal task before the indus- 
try has been the extension of sales 
throughout the national market. Like 
the first stage, this phase of expansion 
cannot be said to reach its end at a 
definite, ascertainable point in time. As 
this phase develops, however, it will 
come about that the rate at which new 
buyers are brought into the market will 
decline, and this source of demand will 
cease to absorb an important part of the 
annual production. This development 
will mark the end of the second phase. 

The third phase of the industry will 
be one in which by far the largest part 
of the prospective new buyers have 
become actual owners of automobiles 
and in which, therefore, annual sales 
will go largely to replace cars that have 
been eliminated from use. A majority 
of the industries of the United States 
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have been in this third stage for a long 
time—for such a long time, in fact, that 
this condition of the market has come 
to be viewed as normal. The shoe 
industry, for example, does not rely, for 
the sale of its annual production, upon 
converting any considerable number of 
people to the use of its products, but 
rather upon replacing those units which 
have worn out or which for other rea- 
sons have been eliminated from use. 

These stages of the industry’s growth 
are analogous to those in the economic 
development of a new country such as 
the United States. There was a period 
of exploration and of acquainting the 
people of the settled districts with the 
vast resources of the country. This 
period was succeeded by one of western 
expansion which finally ended with the 
“passing of the frontier.” That period, 
in turn, was succeeded by one of internal 
growth—a more stable period econom- 
ically than those which preceded it. 

As we pass from one phase to another 
in the development of a market, the 
sales problem changes materially. In 
the first stage the problem is one of 
overcoming inertia and of introducing 
a strange product to the market. Sales 
during this period are difficult. After 
a short time, however, the idea takes 
hold upon the public mind and sales 
increase rapidly; that is, the industry 
enjoys a period of increasing returns for 
its sales efforts. This situation con- 
tinues until the largest part of the pro- 
spective buyers have become actual own- 





* There are two concepts of replacement demand 
which should be distinguished. One concept is im- 
plied in the often-noted fact that a very large 
percentage of all sales of new cars involve “trade 
ins,” that is, the new sales are made to persons 
who are already owners of cars. But if the used 
cars owned by these buyers are passed on to others 
who are themselves first owners, it is clear that 
from a national market point of view these trans- 
actions should be classified as new sales rather 


ers, and then the difficulty of making 
new sales increases; in other words, the 
industry enters upon a period of decreas. 
ing returns. Finally new buyers cease 
to be brought into the market, except as 
a result of increasing population or of 
improvements of purchasing power and 
of the standards of living of the exist. 
ing population. The market, in a cer- 
tain sense of a misused word, can then 
be said to be “saturated.” This descrip- 
tion of the changes in demand refers 
only to ‘‘new” sales. As applied to the 
automobile industry this means sales in 
excess of the number of automobiles 
eliminated and _ which, therefore, 
increase the number of cars in use. As 
these new sales become more difficult to 
make and finally almost disappear, those 
sales which can be said merely to 
replace units of the product wearing out 
from time to time become larger, both 
absolutely and relatively to the total. 
Sales accounted for in this manner we 
can conveniently designate as “replace- 
ment sales.”* This replacement demand 
is essentially different from the new 
demand in that it comes to the industry, 
as a whole, more or less automatically. 
There are few items in the American 
standard of living to which consumers 
hold more tenaciously than automobile 
ownership, when once that item has been 
accepted. Aside from some such serious 
disturbance of the normal course of 
events as would lead to a substantial 
lowering of the American standard of 
living, the industry can, therefore, rea- 





than replacements, for they increase the total num- 
ber of cars in use. The term as used here excludes 
those sales which directly or indirectly result in 
a net increase in the number of cars in use and 
includes only those which directly or indirectly 
replace cars actually eliminated from use. In this 
latter sense the replacement sales every year are 
smaller than in the former sense. They are equal 
to the annual elimination of automobiles which 
largely comes, of course, from the bottom of the 
used-car market. 
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sonably expect an annual demand at 
least great enough to offset the annual 
elimination of cars from use. The 
almost automatic nature of this replace- 
ment demand does not mean that 
individual manufacturers can depend 
upon a steady recurrence of the demand 
for their own cars. The competition for 
the shares of this demand is very keen, 
and if, at some future time, this demand 
comes to constitute the whole or nearly 
the whole of the total domestic market, 
the competition of producers may be 
even more keen, if that be possible, than 
it is today. Proportionately as the 
replacement demand increases, however, 
the industry as a whole is relieved of 
the necessity of converting annually a 
new class of consumers to the use of the 
automobile. 

A most important question before the 
automobile industry at present is: where 
does the industry now stand in these 
stages of development? As will appear 
later, the industry is probably in the 
latter part of the second stage or at the 
beginning of the third; that is to say, 
it has reached a condition in which new 
sales are becoming more and more 
dificult to make, and in which the indus- 
try must rely more largely upon the 
replacement demand. 


Replacement Demand 


This analysis suggests that the mea- 
surement of the replacement demand is 
important and will become still more 
important as time goes on. To mea- 
sure quantitatively this replacement 
demand for past years is a compar- 
atively simple matter. We have at our 
disposal the data showing the number 
of automobiles registered annually and 
also data concerning the production and 
exports and imports of automobiles 
annually. With these data it is pos- 





sible to compute the number of cars 
eliminated from use each year, and 
hence, the number of cars which were 
required to replace them, that is, the 
replacement demand. It is clear that 
the cars registered in any year include 
the cars registered in the preceding 
year, minus the number of cars elim- 
inated in the preceding year, and plus 
the number of cars added to the domes- 
tic market in the year in question. The 
additions to the domestic market include 
the year’s production plus the imports 
and less the exports. Bearing these 
facts in mind we can set up the equation: 


Registration of 1923 — elimination of 1923 
+ additions of 1924 = registration of 1924, 
and by rearranging this equation it appears 
that: 


Registration of 1923 + additions of 1924 
— registration of 1924 = elimination of 


1923. 

Now, since registration figures and 
addition figures are matters of record, 
it becomes possible to compute the elim- 
ination for each year in the past. The 
yearly elimination of automobiles from 
the national market computed in this 
manner is shown in Table I. 


TaBLe I. THe ELImMInAtTIon oF AUTOMO- 
BILES FROM USE IN THE UNITED 
STATES, BY YEARS 











Year oo58s 37: ees Number Eliminated 





I ce 6c Chae Beene seule 24,148 
nad 6 sisi ores ned bated 50,662 
PN ceca ci naneekecens 115,603 
ic’. ntntmbenwhgle skeen 57,585 
We 655 4 GbE ok bs deeds 56,881 
EE Sy aia als pitd-ob- da ew pete. 371,196 
SE eee ree 365,792 
in 6ok nek pares keneedene 81,220 
cack iutek add onedeeds 126,303 
NN 36 dis takes bebe Sean 361,335 
scans $0 de xndbeden 256,253 
CU Aidala pun b o4os ROME 651,562 
CLG El icekwshecnehsten 934,115 
ct alie ba we ences hehe wien 807,912 
Sis opie bended aw kaene 1,442,000 
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A cursory examination of these results 
reveals a wide variation from year to 
year, but, taking the period as a whole, 
a marked upward trend is apparent. In 
the period 1910-1914 the eliminations 
were 304,879; I915-1919 they were 
1,305,846; 1920-1924 they were 4,324,- 
842. The increase in eliminations was 
more rapid than the increase in produc- 
tion, or, viewed in another way, the 
replacement demand was becoming a 
larger part of the total annual market 
for automobiles. The replacement 
demand represented, for these blocks of 
years, the following percentages of the 
total sales made in the United States: 


hE i 6A 6s i cata ii eee 17.6 
BOND sb eiinc « owkea ns be 19.3 
GEES icacnccnaviuboe hues 33.1 


This method serves to give us, with 
a reasonable degree of accuracy, the 
annual replacement demand for past 
years. To ascertain future replace- 
ments, a quite different method must be 
employed. The number of cars which 
normally will be eliminated every year 
depends upon the production of past 
years and upon the mortality rate of 
automobiles. It appears, therefore, that 
in order to predict the replacement 
demand for future years we must first 
determine this normal mortality rate. 
In a recent study conducted by the 
writer, the normal mortality rates for 
automobiles in different years of life 
was ascertained.? The rates are shown 
in Table II. 

By the use of these data it is possible 
to forecast the larger part of the elim- 
ination of cars for the next few years. 
For example, we know the number of 
cars placed in the United States mar- 
ket in 1925. It is the national produc- 
tion plus imports and minus exports. 
These cars in 1926 will be between %4 





? Michigan Business Studies, Vol. I, No. t. 


Taste II]. THe NuMBER OF Automo. 
BILES WHICH ARE ELIMINATED 
ANNUALLY OF A GIVEN 100,000 
STARTING LiFE ToGETHER 








————_ 








Interval Number 

in Years Eliminated 
O86 on ccsccecwnwewul 220 
) Pea 2,050 
8 eee 4,400 
eer 6,750 
OS eer eee 8,920 
| errr 10,670 
GUI cc ccccccssnceneeee 11,680 
|, See 12,000 
WERE ou csceteavcseuee 11,380 
oo. ., Perreeerr 9,970 
oe, er 8,010 
SRRE-EEEG. 5:0 i's + +002 seen 5,900 
BR RREN 0 4.0 x< 0 2 00:00 ds 3,870 
2 eee 2,260 
| Pr 1,160 
ee, See 505 
| Per re 184 
a eer 55 
Pere 14 
i Sree ee 2 





and 1% years of age. Referring to 
data in Table II we find that the normal 
mortality for cars of this age is 2.05 
per 100. This mortality rate, applied to 
the original number of 1925 cars, gives 
us the normal elimination of 1925 cars 
in the year 1926. Likewise, in 1926 
the 1924 cars will be between 1% and 
2% years of age and, since the normal 
mortality rate for that age is 4.4 per 
original 100, we can compute the num- 
ber of 1924 cars which will normally 
drop out in 1926. By a similar process 
we can ascertain the elimination in 1926 
of 1923 cars, 1922 cars, and so on back. 
A summation of these eliminations will 
give us the normal elimination for 1926. 
To obtain the normal elimination of the 
year 1927 and succeeding years it will 
be necessary to add to the elimination 
figures, based upon known past produc- 
tion, an estimate of the elimination of 
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cars not now (1926) produced. For 
the purpose of this computation, there- 
fore, we assume an annual production 
for the next six years of 4,000,000 cars, 
with annual exports of 200,000, about 
the rates of recent years. Since the 
elimination rate is very low in the first 
few years of life, this necessary esti- 
mate does not seriously impair the 
accuracy of the forecast. Proceeding 
by this method and making this assump- 
tion, it appears that the normal elimina- 
tion for the years 1926 to 1930 will be 
as follows: 


Normal 
Year Elimination 
1906... v0wsaeueateelenann 1,796,000 
1907. .ss000dauhe Ou—tee ee 2,063,000 
1008... ...20saneen eee 2,341,000 
Perr ee 2,618,000 
Eee Pe es 2,885,000 


It will be clear from the method 
which has been used in computing these 
normal figures that the actual elimina- 
tion may, in any year, go above normal 
or below it. Nevertheless, the normal 
figures are significant; for, if the actual 
elimination is less than normal in any 
year, there will be, in the next year, an 
uncommonly large number of cars in 
use which are past their normal junking 
age, and this fact will tend strongly to 
make the actual figure return to normal, 
while, if the elimination is above nor- 
mal, the next year will have a smaller 
number of cars which have reached their 
normal elimination point. The forces 
which will determine the number of cars 
eliminated in any specific year are too 
numerous and complicated to permit 
analysis at this point. 


New Sales Required 


The steady increase in the number 
of cars which are destined to be elim- 
inated in the near future is the most 
significant consideration in any attempt 


to appraise the future of the automo- 
bile industry. Since an ever-increasing 
number of cars is required annually to 
replace cars which have been scrapped, 
it follows that a smaller number of new 
buyers every year will suffice to main- 
tain the annual demand for cars at a 
stationary level. Thus, in order to con- 
tinue producing at the rate of 4,000,- 
000 cars a year, with exports of about 
200,000 cars a year, it will be necessary 
each year for the automobile industry 
to find new buyers in the following 
numbers: 


Required New 

Year Buyers 
Se i is ks eine eee 2,000,000 
Ee ee 1,700,000 
SE ows ite Nee ERR 1,500,000 
Sic <s savethucatsicesbee 1,200,000 
Shs oc db aba oN se beaca tous 900,000 


These are the numbers of first buyers 
whose purchases must be added to the 
replacement demand, shown above, to 
give a domestic demand of 3,800,000 
cars annually. When exports of 200,- 
000 cars a year are added to this domes- 
tic demand, the total will be equal to 
the assumed rate of production. These 
required numbers of new buyers com- 
pare with 3,000,000 new buyers who 
were brought into the market in the 
year 1923. The chart on page 412 
shows the numbers of new buyers who 
have been brought into the market in 
the past and the numbers which must 
be brought into the market in the future 
if the present rate of production is to 
be maintained. The new sales required 
to maintain the present rate of produc- 
tion declines sharply in the future. We 
are still assuming a constant rate of 
exports. If the production is to increase, 
exports remaining constant, the future 
new sales must be above the level shown. 
If, on the other hand, production should 
decline with exports remaining constant, 
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or exports increase with production 
remaining constant, the required new 
domestic sales would be less than 
indicated. 

From what has gone before, it 
appears that replacement sales have 
increased in the past few years both 
absolutely and relatively to the total 
sales. That replacement sales will con- 
tinue to increase in absolute amount 
seems hardly open to doubt, and that 
this increase will be accompanied by an 
absolute as well as a relative decline in 
new domestic sales seems likely. On 
the other hand, the new sales which are 
necessary to maintain production at its 
present level, though fewer in number, 
presumably will be more difficult to 
make. Automobiles are familiar prod- 
ucts in every part of the country; prej- 


udice against them has disappeared, 
and inertia has been largely overcome: 
practically every prospective owner has 
been approached by salesmen or by 
advertising or both, and those who 
would most readily respond to these 
appeals have done so. In view of these 
facts, the effort required to bring in 
additional new buyers becomes progres- 
sively greater. We are past that stage 
of the industry’s growth in which sales 
beget sales—that is, in which every new 
sale makes the next new sale easier. 
That phase of increasing returns has 
been succeeded by one of decreasing 
returns. Hence, the sales task of sell- 
ing cars to these new buyers may prove 
to be even greater than that of 
producing larger new sales in past 
years. 





Number of Cars 
24 





New Sales in the United States: Annual Net Increases in the Number of Cars in Use 
(Units, 1,000,000 Motor Vehicles) 
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(Three-Year Average) 
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Future Registrations 


The automobile industry is now at a 
crucial point in its development. If the 
industry succeeds in selling a sufficient 
number of cars to new buyers to bring 
the number of cars in use to about 
26,000,000 cars, the annual elimination 
of motor vehicles will become large 
enough in a few years to take care of 
domestic sales of about 3,800,000 cars.” 
To have this number of cars in use 
would call for a registration of about 
28,000,000 or 29,000,000 cars. This 
number compares with a registration in 
1925 of about 20,000,000." It becomes 
an important question, then, as to 
whether a registration of 29,000,000 
cars in the United States is possible. 
At the predicted population of 1930, 
such a registration would give us one 
car for every 4.2 persons, compared 
with the present United States average 
of one car to §.7 persons. At first sight 
this may seem to be an unlikely event. 
Before this conclusion is accepted, how- 
ever, it is well to note that the Cali- 
fornia ratio of cars registered to popula- 
tion in the year 1925 was one car to 
every 2.8 persons. If this ratio should 
come to be established in the United 
States, it would, by 1930, give a regis- 
tration of 43,700,000. Even the pres- 
ent lowa ratio of cars to persons, if it 
become common throughout the United 
States, would be sufficient by that time 
to give a registration of approximately 
32,200,000. The present Michigan 
ratio of cars to population would give 
in the United States, in 1930, almost 
precisely 29,000,000 cars. In consid- 
ering the probability of an increase in 


*The basis for this statement is the fact that, if 
cars last seven years, then, on an assumption of a 
uniform number in use year after year, one-seventh 
will drop out each year. One-seventh of 26,000,000 
i3 3,800,000, 
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registration to about 29,000,000 we 
must bear in mind the profound effects 
of price reductions, such as have been 
made recently and may be expected to 
be made in the future. 

Price reductions since 1921 have been 
frequent and sufficiently great to place 
the prices of automobiles at a lower 
absolute level than existed in 1914, in 
spite of the generally reduced purchas- 
ing power of the dollar. During the 
war period, the price advances in auto- 
mobiles were less than those of most 
products; and, in the general decline of 
prices since that time, automobiles have 
declined more than have other prod- 
ucts. It is difficult to describe the price 
changes in quantitative terms because 
the product itself has been changing. 
The average price paid for automobiles 
in certain years can be obtained by 
dividing the total retail value of all cars 
sold by the number sold. These aver- 
age values are: 


SAE CAS eae Gere ee $ g00 
Ss ad bdakat oone heen 800 
Fe rer Oe ee: 800 
SE ca Su wins as dpedes scene 1,150 
Sh «J tnsd bas ooh ubee te cee 1,175 
Es Ore ne ee ee 1,275 
SRK Asa ea okarkaunen 66ek ee 975 
OS SS See haere rs 875 
Ee ss nwcntannk torn hbenes 825 
Sash sevacne ass aewaes 825 
ee rer err werie. or 865 


These averages fall far short of giv- 
ing an accurate picture of changes in 
prices of identical products. Certain 
considerations enhance the significance 
of these figures. During the period since 
1921 there has been no apparent ten- 
dency toward the purchase of lowest 





*The number of cars in use at the end of any 
year is less than the number registered in that year 
by the number eliminated in that year. Registra- 
tion includes all cars used at any time in the year 
without deduction for cars which drop out during 
the year. 
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priced cars. Marked improvements 
have been made all along the line; cars 
are more completely equipped than in 
the past; and, most important, there 
has been a pronounced tendency from 
open to closed cars. The percentages 
of closed-car production since 1919 has 
been as follows: 


Sys haa ees baa eet 10.3 
eS 0.44 4uS See eos Coax os Bed 17.0 
ies +cat Paden $6 Faaeauked 22.1 
Dé) <x scek biwete mes aebe enna 30.0 
Sa) 6-0 ¢.0d dh bce nib aedh deel 34.0 
Sa dis min. r0 Athi are dk, a 43.0 
Mia 5 cacadmesyciouseriaseun 61.5 


In view of these considerations, it 
appears that the actual price reductions 
on similar products has been much 
greater than the above price averages 
indicate. This decline in automobile 
prices no doubt has been induced by the 
increased sales resistance in the new 
car market and made possible by pro- 
duction economies arising from quan- 
tity production. How much further 
these price reductions can go it is impos- 
sible to say, but it is probable that the 
total effect of quantity production of 
closed cars has not yet shown itself in 
prices. Continued keen competition 
and its resulting elimination of the rela- 
tively inefficient, together with a further 
standardization of product, may very 
well lead to further price reductions. 
Added to the effect of price changes 
are the improved methods of automo- 
bile finance, extension of good roads, 
and increased familiarity with the prod- 
uct and its diverse uses. 

The population of the United States 
for 1930 is predicted at 122,397,000.° 
If the ratio of cars registered to total 
population merely remains at its pres- 
ent point there would be by that time, 
1,473,000 cars more than we now have, 





* Reed, Lowell J., Journal of the American Sta- 
tistical Association, September, 1925, p. 89. 


or an increase of about 300,000 cars a 
year due to population growth. Fyr. 
ther, there has been a tendency in recent 
years for per capita purchasing power 
to increase. This tendency has been 
particularly noticeable since 1920, but 
there has been a gradual improvement 
since about 1914. Incidentally, the 
extensive use of the automobile, both in 
strictly commercial uses and in its effect 
of speeding up all American life, has 
probably been one of the factors con. 
tributing to this result. 

It does not appear to the writer that 
there is a “natural’’ limit to the num- 
ber of cars which may be owned by the 
American people which is set by any 
single, obvious factor. For example, it 
does not appear, as has been recently 
suggested, that one car to a family is 
such a limit. The automobile is not 
naturally a family product. [If it is true 
that the normal situation today is for 
a family to possess one car, that fact 
must be explained upon the basis of the 
price of cars, the purchasing power of 
the people, and their customary stand- 
ards. When an automobile was pri- 
marily a “pleasure car’ and was valued 
primarily for the Sunday afternoon 
journeys which it made possible, there 
was more justification for this view than 
at present. But today, and likely even 
more in the future, father drives to the 
office, the children drive to high school, 
and mother drives on a shopping trip. 
The possession of more than one car 
by a family may be precluded in many 
instances by considerations of economy, 
but a car is not naturally a family prod- 
uct, and we cannot conclude that the 
number of families in the United States 
provides a significant figure for deter- 
mining the ultimate extension of the use 
of automobiles in this country. 

In view of these favoring factors, it 
does not seem at all unlikely that the 










































national registration of automobiles will 
increase from the present 20,000,000 to 
29,000,000 in the next few years. If, 
then, we are willing to accept an annual 
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yement for the industry are much brighter than 


y, the they have sometimes been painted. The 
oth in approach of the so-called saturation 
effect point in the automobile market will not 
e, has lead to a decadence of the industry. 
S$ con- Rather, it is this condition of the mar- 
ket which will form the basis for a 
stable and continued prosperity of auto- 
mobile manufacture. 
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cently 4,000,000 cars. We have estimates 
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$ not 6,000,000. At first sight it would 
s true appear that, if this estimate is correct, 


the industry is considerably overbuilt. 
In one sense this is probably true. It 
should be noted, however, that in this 
sense most industries in the United 
States are overbuilt. The blast furnace 
industry, for example, has been shown 
to have a normal production of almost 
precisely two-thirds of total capacity. 
This ratio is almost exactly the same as 
that which the above estimate seems to 
indicate for the automobile industry. 
For several other industries a similar 
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ratio of normal production to capacity 
seems to exist. It appears, therefore, 
that a production of 4,000,000 cars a 
year with present capacity would enable 
the automobile industry to enter upon 
a state of normal prosperity similar to 
that enjoyed by a great number of long 
established stable industries. 

This analysis, however, gives no 
warrant for an expectation of increased 
automobile sales. Such increased sales 
would require a larger number of new 
sales or of exports or both than the 
argument contemplates. On the other 
hand, it is not intended to suggest that 
such increased sales will not be pos- 
sible. Our forecast is concerned with 
only the minimum demand upon which 
the industry can depend with a consid- 
erable degree of assurance. There 
seems to be good grounds for thinking 
that the present rate of production can 
be maintained easily and, therefore, that 
a retrenchment other than temporary is 
not to be anticipated. How far beyond 
this the industry can go we do not ven- 
ture to predict. We can suggest, how- 
ever, some of the necessary consequences 
of a continued increase in production. 
Suppose, for example, we contemplate 
the possibility of production at the rate 
shown in column 2 of Table III below. 
The annual replacement will be about 
as shown in column 3. If we assume 


AssUMED PropuCTION, REPLACEMENT, NEw SALES AND REGISTRATION OF 
AUTOMOBILES, 1926-1930, WITH Exports FIXED AT 200,000 A YEAR 
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Taste IV. AssuMED REGISTRATION AND 
New SALES OF AUTOMOBILES, 1926-1930, 
witH Exports INCREASED 100,000 
A YEAR (See Taste III) 











Year Exports New Sales Registration 
1926 300,000 2,200,000 22,200,000 
1927 400,000 2,100,000 24,300,000 
1928 500,000 2,100,000 26,400,000 
1929 O00 1,900,000 28,300,000 
1930 720,000 1,800,000 30,100,000 














exports of about 200,000 a year the 
annual new sales each year would have 
to increase slightly over the five-year 
period and the United States registra- 
tion of cars would have to advance from 
the 20,000,000 of 1925 to about 
32,000,000 in 1930. If the rate of 
exports increases, as optimists of the 
industry expect, that fact would ease 
the pressure upon new sales and require 
a smaller registration than 32,000,000 
of 1930. For example, if, with the 
above rate of production, exports 
increased by 100,000 a year, the neces- 
sary new sales and registrations, as 
shown in Table IV, would be smaller 
than those indicated in Table III. 

The future volume of exports is a 
matter of almost pure conjecture, and, 
since this item is vital in determining 
the possible annual production, the 
accurate prediction of the latter is 
impossible. The total annual produc- 
tion of the industry depends upon 
replacement sales, new domestic sales, 
and exports. Replacement sales are 
destined to increase in the next five 
years in a predictable manner. New 
domestic sales are becoming more dif- 
ficult to make and will probably decline. 
The second factor tends to offset the 





*The proportion of the United States production 
exported is frequently stated to be higher than 
this. Such statements generally include, in ex- 
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first. Future exports are the unknown 
quantity. At present, however, they are 
a relatively small item. The average 
in the past three years has been about 
5% of the United States production.’ 


Conclusions 


The automobile industry has pro. 
ceeded through its introductory stage, in 
which sales to new users were difficult, 
It has passed to the stage in which these 
new sales have become easier to make, 
and, finally, it appears to be now enter. 
ing a stage in which they are again 
becoming more difficult. As far as new 
sales are concerned, the industry has 
passed through a period of increasing 
returns and is entering upon one of 
decreasing returns. Hand in hand with 
these changes, however, has come an 
increased volume of replacement de- 
mand, which is destined to become 
much larger in the future. The sale of 
cars at the present rate for a few years 
more will bring the number of cars in 
use to such a level that the replacement 
of those cars from year to year will 
demand a production about equal to the 
present output of the industry. If, 
therefore, the capacity of the industry 
is not materially increased in the next 
few years, it appears that the prospects 
for the future are bright and that the 
industry will likely enter upon a stage 
of stable production. In other words, 
the industry will have come to maturity 
and will take its place beside the iron 
and steel industry, the agricultural 
implement industry, shoe manufactur- 
ing, and other established, stable indus- 
tries of the country. 





ports, foreign assemblies which are not included 
in the United States production figures. For a dis- 
cussion of this point, see Commerce Reports, April 
5, 1926. 
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CHANGES IN THE LOCALIZATION OF THE 
PIG-IRON INDUSTRY, 1901-1926 


By HOMER B. VANDERBLUE 


ARKED changes have taken 
M place in the localization and 

equipment of the pig-iron in- 
dustry since the beginning of the pres- 
ent century. The relatively small and 
isolated blast furnace which had its 
economic justification in the use of local 
ore and fuel has been losing ground to 
the modern steel plant, producing iron 
in large furnaces located at strategic 
meeting places of iron ore and fuel. 
Rising costs of operation, attributable 
to higher prices of material and labor 
and to higher transportation costs, have 
intensified the disadvantages of the 
older and smaller furnaces. The effects 
of the various economic and technical in- 
fluences operating to change the locali- 
zation of iron production can be traced 
in three sets of statistical materials: (1) 
a census of blast furnaces in which the 
furnaces are allocated to producing 
districts; (2) statistics of the average 
capacity of furnaces in blast in each of 
these districts at different dates; and 
(3) statistics of the pig-iron tonnage 
produced in each district year by year.’ 
These several sets of statistical data are 
discussed briefly in the following para- 
graphs. 


I. Location of Furnaces 


The striking changes in the localiza- 
tion of the iron-producing industry dur- 
ing the past 25 years are two: in the 
first place, the growing importance of 


*The districts considered in this discussion are 
those used by the Jron Age in reporting production 
monthly. Only coke and anthracite furnaces are 
considered, 


the districts which lie in close proximity 
to the Great Lakes; and in the second 
place, the steadily decreasing impor- 
tance of certain of the older districts of 
the Eastern Seaboard. The iron indus- 
try has been migrating westward, and 
has concentrated at such strategic loca- 
tions as Cleveland and Chicago, where 
ore and fuel can be brought together, 
close to important iron-consuming indus- 
tries. The extent to which this migra- 
tion has taken place is readily apparent 
from a comparison of Maps I and II. 
These show the general locations of the 
blast furnaces of the country at two 
periods nearly 25 years apart—-Decem- 
ber 31, 1901, and March 1, 1926. 
Meanwhile, the Seaboard furnaces 
(of small capacity, and originally built 
to smelt ore from nearby sources of sup- 
ply) have found their raw-material costs 
high as compared with the costs of their 
newer western competitors. The in- 
creased costs of transportation incident 
to the general rise of prices have also 
operated to their disadvantage. More- 
over, the merchant furnaces of the Sea- 
board came to feel the increasing 
competition of the newly built furnaces 
connected with nearby  steel-making 
plants, such as those developed at 
Bethlehem and Buffalo—the present 
Bethlehem and Lackawanna plants of 
the Bethlehem Steel Corporation. The 
growing importance of the western iron 
and steel industry and of the eastern 
steel-works furnaces, together with the 
dropping out of the small isolated blast 
furnaces which existed as producing 
units in 1901, are recorded on the 
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Map I 


BLAST FURNACES IN THE UNITED STATES, 1901 


(The district groups are those used by the Iron AGE in reporting statistics of production. Num- 
bers are substituted for dots where the “furnace density” renders their use expedient.) 
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Map II 


BLAST FURNACES IN THE UNITED STATES, 1926 


(The district groups are those used by the Iron AGE in reporting statistics of production. Num- 
bers are substituted for dots where the “furnace density” renders their use expedient.) 








T PGR i 
Lake Superior f 
wy y 
—~ J on J 
Ne - 
of ya 
—_— 
fo f ° 


Wisconsin 









Lake a wy, 
“er Huron Fy Mi a 
s 

yo 


Mic oo 












° ae “North Caroluna _, 24") 





Lie. 


Nt Florida 






































420 HARVARD BUSINESS REVIEW 


accompanying maps.* The number of 
blast furnaces in the New York (Buf- 
falo), Pittsburgh, central and northern 
Ohio, and Illinois-Indiana districts in- 
creased substantially during the first 
quarter of the century; while in eastern 
New York and New Jersey, in Virginia 
and Tennessee, and in the valleys of 
eastern and central Pennsylvania, aban- 
donments exceeded the number of new 
furnaces constructed (Table I). 


II, Furnace Capacity 


A count of furnaces, such as that sum- 





*There remain, according to the count of the 
Iron Trade Review, (Vol. LXXVIII, p. 63) 119 
blast furnaces of less than 8,000 tons monthly 


marized in Table I, does not give the 
complete picture of the dropping behind 
of the eastern furnaces since the begin- 
ning of the century—for a mere censys 
of stacks fails to reveal the relative dis. 
advantage, as between furnaces, arising 
from differences in producing capacity, 
Figures of capacity are not available for 
individual furnaces, except at very 
irregular intervals when directories have 
appeared; but average figures, as of the 
first day of any month, can be calcu- 
lated for the furnaces in blast in the 
several producing districts. Such aver- 
ages appear in Table II, which shows 





capacity, located at 88 separate places. Only 48 
of these 88 plants have been active either full time 
or part time in the past two years. Two of the 
remaining 40 plants have not operated since 1913. 
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TasLe I. NuMBER OF BLAsT FuRNACES, BY PropucinG Districts*—JANUARY 1, 
oF EacH YEAR 
District 1902 1907 1910 1916 1920 | 1926 
OES. on vs heeenccspkenvdgares vvaskeheqPapesarnebs ites 11 10 10 7 5 4 
Es 0 Ces riniine udenavewhaonredss ebanbaepens velugmans 16 23 23 26 26 25 
Ps crbdbnege vtuseenkereess sand tedei teens. sh enue ne 13 16 19 22 al 
Path eheteceusavevss.depnewageabessheqessbvekeseual sere 10 7 7 4 4 
Pennsyloania 
NC ka. cndnsiinhnsedsses ein vbeetieran ens aque 29 26 26 23 18 14 
ID, ci.n Sand verctaksdkehanses soeeuswesscalen 19 13 15 15 15 15 
I, a ann inane ep 4edesdnn sy bases cane eehae II 9 8 7 10 9 
eC scecnb sn oekndnh ndvacdekesssomManened 12 10 10 10 10 6 
Sh cnb oes ccasedeedadand edaue cena 34 45 51 56 58 56 
EE IE EE OOO POC EE Peres IN 20 24 27 25 28 21 
Ge oy in 4k pues + eho nerwasaeeeRmeeaed 19 20 20 19 19 15 
Ohio and West Virginia 
sane ohh a sch ct pecdeubedee eas seabesiseecee 15 18 22 25 27 26 
NODS so Kaen ec snavadbuteccsonsadeuiel 14 20 21 24 26 22 
CIES ACR ee eee EE 15 12 15 1S 17 13 
EERE, See a, oe ne oe Oe 14 14 14 11 15 13 
The West 
NN CIE soo nls ovo scan den enn Herne saree boas 20 23 31 35 39 42 
I, 2a. cokes ceeass gah desdnbe anes tyeeetened 7 6 9 11 13 12 
Eo 5. a5 dvs 64 dKc acaba widiea ae iehenceaanen 4 6 7 7 8 7 
The South 
ns cdnsnbseestundcessdipeeeernnts sein anhenanen 5 4 4 4 4 6 
Eh ceardinds es pbirar eadtgaeeapeedeapecogennn 22 23 23 24 17 17 
SD cbuhens shadowed ies np seneeuvagesdssiipaen wun 8 7 5 5 7 7 
SN, ci ahides ctabihed peess ss bs seus oben s Mets 39 46 46 46 45 36 
As MED, 8 cadence ns vensthauan benesindassinese 24 a1 22 20 17 12 























* The years 1902, 1907, 1910, 1916, and 1920 are chosen because these were years of substantial activity in the industry. 
Comparison of the figures for 1902, 1907, and 1910 shows the expansion of plant before and after the 1907 boom; those for 
1916, 1920, and 1926, the expansion attributable to the war and the later abandonments following the price deflation of 1920 
1921. The new furnace of the Hudson Valley Coke and Products Corporation at Troy, N. Y., is not included in this tabulation. 


Table 3 was compiled from data which appeared in Jron and Steel Works Directory, 1901, and in the Iron Age, early in 
January of other years. 
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the average capacity of the furnaces in 
blast in each of the important iron-pro- 
ducing districts on successive dates 
when the industry was subject to the 
stimulus of high prices and a boom 
demand. The average capacity of the 
furnaces in blast, as shown in Table II, 
is less than it would be during periods 
of business depression when, because 
of the relatively low price of iron, only 
the modern low-cost furnaces of large 
capacity are operated. 


Tas_e Il. Datty AVERAGE CAPACITY OF 
FuRNACES IN BLast, BY PRODUCING 











Districts* 
District July 1, | July 1, | Oct. 1, | July 1, 
1903 1907 1916 1923 
New FGM. 660 ctancasee 123 151 230 286 
New Voth. .coscsnwsacas 178 278 316 362 
DaES. «00000 s00ssceesnees 314 338 387 
CURE ..cccuneccesséccdresene™ Ist 194 240 
Pennsylvania 
Lehigh Valley......... 93 104 260 328 
Schuylkill Valley...... ISI 138 277 332 
Susquehanna Valley...|....... 180 264 253 
Lebanon Valley....... 128 109 123 150 
Pittsburgh District....| 379 412 458 443 
Western Pennsylvania. 199 209 300 368 
Shenango Valley...... 249 270 325 378 
Ohio and West Virginia 
Mahoning Valley...... 303 328 441 458 
Central and Northern 
GOBRBB. s isecasveasast 304 289 37 459 
Southern Ohio........ 95 98 14! 249 
Wheeling District..... 305 284 321 414 
The West 
Illinois-Indiana District} 307 319 424 517 
Mich.-Wis.-Minn...... 154 149 283 373 
Colo.-Mo.-Utah....... 190 222 331 398 
The South 
Pee rer 267 284 400 357 
VEINS b nee dn cadens 92 194 125 139 
ee ae 66 83 153 267 
Co ee 140 154 268 285 
Tenn.-Ga.-N. C.-Texas 80 78 96 115 

















*From Iron Age. 


The district figures for capacity in 
blast are arranged in Table II in the 
same order (based upon their geo- 
graphical position) as they appear in 
Table I. The building of larger fur- 
naces is reflected by the changes in these 
figures during the 20-year interval. In 
1903 the Pittsburgh figure was larg- 
est; but those districts which have added 
most considerably to their quota of fur- 
naces (Table I) now show the largest 
average capacity of the furnaces at the 


latest date: the IIlinois-Indiana, central 
and northern Ohio, and Mahoning Val- 
ley districts. The construction and mod- 
ernizing programs carried through in 
the neighborhood of Chicago, Cleve- 
land, and Youngstown during the years 
1905-1915 added considerably to the 
proportion of large-capacity furnaces in 
these districts. Substantial improve- 
ments were also made in the Pittsburgh 
district; but the continued presence of a 
number of relatively small furnaces, 
which can operate only when prices are 
favorable, holds down the Pittsburgh 
average. In July, 1923, indeed, this 
average was only 17% greater than in 
July, 1903. 

The continued presence of small fur- 
naces also cuts down the average figure 
of other northern iron-producing dis- 
tricts: notably southern Ohio, New 
York State, the Shenango Valley, west- 
ern Pennsylvania (which includes, how- 
ever, the modern furnaces of the Cam- 
bria steel plant at Johnstown), and the 
Schuylkill, Susquehanna, Lebanon, and 
Lehigh valleys of eastern Pennsylvania. 
The 1923 figures for the ‘“‘other” fur- 
naces in New York, as shown in Table 
II, and for the Lebanon and Susque- 
hanna valleys and the southern Ohio 
district indicate that the equipment 
averages considerably smaller in these 
districts than for the other northern dis- 
tricts. The percentage increase in aver- 
age capacity in blast between July 1, 
1903, and July 1, 1923, was greatest for 
the Lehigh Valley where the great con- 
struction program of the Bethlehem 
Steel Company elevated the average 
figures. 

In the South, a mixed situation exists. 
The furnaces of Maryland are of rela- 
tively large capacity, while those of 
Virginia and Tennessee average the 
smallest of any in the country. The 
Maryland furnaces are part of a great 
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steel works, that at Sparrows Point, 
whereas the Virginia and Tennessee fur- 
naces are relatively isolated “high cost” 
plants which sell their output in the mer- 
chant iron market. A_ considerable 
number of merchant furnaces are located 
in Alabama; but these, in contrast with 
those of Virginia and Tennessee, are 
not, for the most part, isolated produc- 
ing units operating a single stack, but 
on the contrary are managed on a large 
scale.* Moreover, the Alabama subsidi- 
ary of the United States Steel Corpora- 
tion (the Tennessee Coal, Iron and 
Railroad Company) operates 14 blast 
furnaces in connection with its plants in 
the Birmingham district. 

The presence of a considerable num- 
ber of relatively old stacks in Alabama 
is indicated by the smaller average 
capacity for the furnaces in blast on 
July 1, 1923, as compared with the 
important northern iron-producing dis- 
tricts. But the economies arising from 
the presence of a large supply of rela- 
tively cheap labor, and from close 
proximity to raw materials—as well as 
the “protection” afforded by high 
freight rates from the North—permit 
the profitable operation of furnaces of 
smaller capacity than in the important 
districts of the North. 

III. Actual Output 

A third consideration in gaging the 
relative importance of the different iron- 
producing districts is the actual output 
of each. Monthly production data 
since October, 1901, have been pub- 
lished by the Jron Age for most of the 
 * Thus the Sloss-Sheffield Steel and Iron Com- 
pany owns 9 of the total 36 Alabama furnaces. 

*This has been done by dividing the central 
value (the normal monthly production for January 
1, 1913) of the 22-year interval, 1903-1923, for 


which the trends were calculated, by the annual 
increment, that is, the normal annual increase in 
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important districts shown on Maps | 
and II, as well as for the United States 
as a whole. From these data (using the 
monthly averages or annual totals) 
trends may be calculated by the method 
of least squares; and the rate of growth 
in the various districts may be compared 
by calculating an average rate of 
growth.* 


TasBie IIJ. Averace RATE oF Growrn 
( PERCENTAGES), Pic-IRoN Propuction, 


1902-1923 








(a) Greater than total United States Production 
Central and Northern Ohio 
New York State 
Mahoning Valley 
Illinois-Indiana District 
Schuylkill Valley 
Southern Ohio 

United States (total) 2.94 

Less than total United States Production 
Lehigh Valley 


Pittsburgh District 
Western Pennsylvania 
Excluding Cambria.......... 0.012 
ERS A bonsx ss 00kas arte 2.3 
Womemmes Dhetsber...... 0 cc cccnneeccs 1.6 
Downward Trend 
Susquehanna and Lebanon Valleys. .... 0.05 
BIND WOOT. gic acs wows eke ooaed 0.08 
Maryland-Virginia-Kentucky.......... 0.49 
OMIM... i... so 5 vu e'ns vs op eee 4.01 
3 PT err 4.76 





The average rate of growth for total 
pig-iron production of the United States, 


1903-1923, was 2.94%. The corre- 
sponding figures for the various iron- 
producing districts divide into three dis- 
tinct groups: (1) those where the 
average rate of increase exceeds that for 
the country as a whole (Table IIIa); 
(2) those where the rate of increase is 
less than that of the country as a whole 
(Table IIIb) ; and (3) those where an 


monthly production. The least-squares method of 
calculating trends is explained at length in Eco- 
nomic Statistics, by W. L. Crum and A, C. Patton, 
A. W. Shaw Company, Chicago, chap. xx, pp. 
302-331. I am also indebted to Professor Crum for 
the method of comparing average rates of growth 
which is here utilized. 
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average rate of decrease must be calcu- 
lated since the trend is downward 
(Table IIIc). 

In a general way the figures of Tables 
Illa-IIIlc bear out the conclusions sug- 
gested by Tables I and II. The dis- 
tricts which show the largest percentage 
increase in output during the interval 
for which the comparisons are made are 
those which have added markedly to 
their quota of furnaces (mainly those 
at Buffalo, Youngstown, Cleveland, and 
Chicago) ; or those districts where old 
stacks have been replaced by modern 
ones of large capacity, as in the case of 
southern Ohio and the Schuylkill Valley. 
The districts which show a lesser rate 
of increase than that of the whole 
industry are of three classes: (1) 
either they contained plants of rela- 
tively large capacity in 1903 (western 
Pennsylvania and the Wheeling Dis- 
trict) so that subsequent improvements 
have added proportionally less to the 
capacity than where small units have 
been entirely replaced; or (2) they still 
contain a considerable number of old 
stacks, which, though rebuilt from time 
to time (Alabama and the Pittsburgh 
Districts), are relatively small as com- 
pared with modern furnaces; or (3) 
they have only recently experienced the 
abandonment of many of the older 
stacks which formerly contributed to the 
total output in considerable volume (the 
Lehigh Valley). 

For the most part, the furnaces in 
the districts which show a downward 
trend are old and relatively isolated 





*The combination of the production of Virginia 
and Kentucky with that of Maryland in a single 
“district” is unfortunate, since the upward trend 
of Maryland output hides the downward trend of 
the Virginia output. Prior to the war—judging 
from the figures of capacity in blast—the trend 
had been downward in both states; but aggressive 
management during the war and afterwards has 
reversed the tendency as regards Maryland, while 
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plants, which use local ore and produce 
largely for the merchant market. They 
include the smallest furnaces—many of 
them in Virginia—which are still named 
on the active list.©5 The number of fur- 
naces in these districts has been steadily 
falling off since the beginning of the 
century (Table I), and, while the aver- 
age capacity for the furnaces in blast in 
July, 1923, was greater than it was 20 
years earlier, the figures indicate the 
presence in these districts of many fur- 
naces of relatively small capacity.* 
Under stress of rising operating costs 
and a declining trend of iron prices (and 
increased competition from steel-works 
furnaces), a gradual but relentless 
weeding out is taking place in these dis- 
tricts. In the early years of the cen- 
tury, a similar process accounted for 
the disappearance of many of the iso- 
lated furnaces in New York and New 
Jersey, in the Juniata and Upper Sus- 
quehanna valleys of Pennsylvania, and 
in North Carolina, Georgia, and Texas 
(Maps I and IT). 


IV. Recent Developments on the Sea- 
board 


Despite the tendency toward the dis- 
appearance of the older merchant fur- 
naces on the Eastern Seaboard, the con- 
struction of several new stacks has 
recently been undertaken. Special con- 
ditions arising out of the profitableness 
of the by-product coke industry account 
in part for these new plants. All are in 
close proximity to by-product coke 





the output of the Virginia furnaces has fallen off. 
The output of the Kentucky furnaces has also 
tended to decline since the war, although the trend 
was practically horizontal in the pre-war period. 

*The Western Pennsylvania district (where, 
excluding the Cambria plant, the trend would be 
barely horizontal) also contains many relatively 
isolated furnaces which sell in the merchant pig- 
iron market. 
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plants: one at Chester, Pennsylvania, 
on the Delaware River; the second at 
Troy, New York; and the third at 
Everett, near Boston.’ These locations 
insure that the furnaces can get iron ore 
by water and can distribute to consider- 
able consuming territories at low cost.*® 
It is expected, therefore, that they will 
be able to compete, in nearby markets, 
with the imported pig iron which has 
been sold at prices below a level profit- 
able for the older merchant furnaces 
located in the interior. Experience is 
still too scant, however, for the prof- 

"The Chester furnace obtains its coke supply 
from a public service company which operates a by- 
product coke plant adjacent to the furnaces; but 
it is a distinct business enterprise. The Everett 
furnace, on the other hand, is being built by a 
corporation, a subsidiary of which already pro- 


duces by-product coke on a large scale. At Troy 
both the blast furnace and the by-product coke 


itableness of investment in this new 
type of merchant furnace (in which pig 
iron appears as one of a series of by. 
products) to be gaged with accuracy, 
For the manufacture of pig iron to be 
profitable in such an enterprise, the net 
earnings (above interest and deprecia- 
tion) of the blast furnace must (gener. 
ally speaking) contribute something to 
the treasury of the corporation in ex. 
cess of the net contribution which would 
be received if the coke were sold in the 
open market, instead of being used in 
smelting iron ore. 





plant have been newly built as parts of a single 
operating unit. For detailed discussion, see that 
of E. C. Kreutzberg, Iron Trade Review, Vol. 78, 
pp. 60 and 702. 

*The Everett and Chester furnaces will use 
imported ore. That at Troy will use ore arriving 
from the Lake region via the barge canal, or from 
the Adirondacks via the Lake Champlain canal. 
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products in China is complicated 

by the unusual exchange and cur- 
rency conditions which exist in that 
market. It is a subject worthy of at- 
tention, as most manufacturers inter- 
ested in export either are cultivating or 
hope to cultivate the limited demands 
of foreigners resident in China, or the 
boundless needs and desires of the 
Chinese, or both. A number of Ameri- 
can firms and corporations are familiar 
with the conditions to be found in China, 
and are well established in that market 
with their own organizations or in con- 
junction with strong local importers. 
The phase that is stressed in this article 
may interest those who are less aware 
of the detailed situation. 

The manufacturer of the ordinary 
consumption articles, as, for example, 
cigarets, food, and toilet accessories, 
who desires to develop a market in 
China should realize the extent to which 
the price at which his product is offered 
to the consumer in China is influenced 
by the course of exchange rates. A rea- 
sonably uniform retail price is desirable 
for practically all commodities, but it is 
almost essential in the creation of a 
steady demand for articles constantly 
used by the average individual. 

The situation outlined hereafter ap- 
plies to all merchandise imported into 
China for the purpose of sale, and each 
manufacturer must judge of its impor- 
tance to his business. There exists a 
risk arising from frequent exchange 
fluctuations which of necessity is borne 
by some agency. 


TR merchandising of American 


THE EXCHANGE PROBLEM IN 
SALES TO CHINA 


By FRANK K. SANDERS, JR. 


Varying Units of Value 


Many American articles of commerce 
which are offered for sale in the Shang- 
hai market have their value expressed 
in three different units of value in the 
interim between shipment from the place 
of manufacture and purchase by the 
ultimate consumer. These are dollars, 
United States currency or gold dollars, 
Shanghai taels, and Shanghai dollars. 
The tael is the standard unit of value in 
local business and represents a weight 
of silver of a certain fineness, but it is 
not uniform in value throughout the 
country, because of local variations in 
weight and fineness. The value of the 
tael in terms of gold dollars and pounds 
sterling fluctuates constantly. Exchange 
quotations are complicated in China in 
that the ratio between gold dollars or 
sterling and taels indicates the compara- 
tive value of two metals, gold and sil- 
ver, in addition to such usual factors as 
supply and demand, interest, and other 
charges. The actual currency used is 
the silver dollar, which has a subsidiary 
small coinage of silver and copper. The 
number of dollars which are equivalent 
to a stated number of taels is in a con- 
stant state of fluctuation, and, to add 
to the confusion, the amount of subsidi- 
ary coinage received in exchange for a 
dollar varies continually. 

There are a number of different taels 
in China and a variety of local dollars. 
The Haikwan tael, for example, is the 
one used to value the merchandise pass- 
ing through the Maritime Customs. All 
the taels and dollars vary as to their 
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silver value and, therefore, as to their 
relations to the gold dollar. A vast 
number of Chinese money merchants 
are prepared to serve those whose tray- 
els constantly oblige them to change 
their money, but the unfortunate trav- 
eler has lost his original capital after 
the payment of a number of commissions 
for this service. 

Reference to only the Shanghai tael 
and dollar will simplify this discussion. 
The problem is similar in Tientsin, 
Hongkong, and elsewhere, with a sub- 
stitution of the local units of value. 


Merchandising Methods 


Regardless of the fact that only a 
few articles of American manufacture 
have a distinctly Chinese market, almost 
any product advertised in our press and 
periodicals can be purchased in Shang- 
hai. This is due to the demand created 
by the large number of foreigners resi- 
dent in that city. 

The usual method by which small con- 
sumption articles become available to 
individual purchasers in Shanghai is for 
an American or British firm with an 
office in Shanghai to purchase, either in 
a representative capacity or as one of 
several buyers, from the manufacturer 
in the United States at a price ir. gold 
dollars which covers the cost to Shang- 
hai, namely, invoice value,, freight, and 
insurance. The importer sells to 
Chinese wholesale merchants and in this 
process quotes gold dollar prices to 
avoid the risk of exchange. The Chi- 
nese merchants distribute to smaller 
wholesalers in the outports or to retail- 
ers in Shanghai. The latter operate 
what are called compradore shops, and 
the customers of these shops are Chi- 
nese, foreigners, or both. Retail prices 
are in Shanghai currency. The points 
of chief importance are that the im- 
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porting firm is apt to be of foreign own. 
ership, and that distribution after 
importation is in Chinese hands. 


Financing 


The importer will have arranged that 
the manufacturer draw on the firm for 
acceptance at from 60 to 180 days’ 
sight, and the bill and documents will 
be forwarded to an American or Brit- 
ish bank in Shanghai. Upon the arrival 
of the merchandise, the bank will turn 
over to the importer the documents, and 
storage will be effected for the bank's 
account. Deliveries are made to the 
Chinese merchants according to whiat- 
ever terms are agreed to with the im- 
porter. The payments in due course 
actually are effected by native orders in 
taels which upon receipt are sent to the 
importer’s bank and credited to the mer- 
chandise account. Native orders are 
drawn on native Chinese banks and usu- 
ally are postdated 10 days. When all 
the merchandise of a shipment is deliv- 
ered and payments credited, the bank 
prepares for the importer an account for 
the original bill in Shanghai taels and 
remits the face amount in gold dollars 
to the manufacturer’s bank. The im- 
porter is free to settle the exchange at 
any time prior to the due date of the 
bill, but will have avoided risks in ex- 
change by covering operations. 

When the merchandise arrives in 
Shanghai, the importing firm will have 
sold a good share of it to merchants on 
a gold basis. These traders, therefore, 
must provide sufficient taels to meet 
their gold dollar obligations, and the 
costs to them for the transactions are 
not uniform. 


The Settlement of Exchange 


The time during which a Shanghai 
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merchant may settle his exchange covers 
a considerable period. His order may 
be placed two months previous to the 
arrival of the cargo. It is the custom 
in Shanghai to allow him 60 days from 
the date of the acceptance of his draft 
to make exchange settlement. There 
may be, therefore, a period of 120 days 
during which this transaction can be 
effected. 

Under these conditions, and with gold 
dollar-tael exchange in constant fluc- 
tuation (as is indicated in Table [), it 
readily will be observed that there is a 
great deal of difference in costs to the 
various dealers. 
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Effect on Prices 


As an illustration of how this affects 
the ultimate selling price of a commod- 
ity, let it be assumed that three Shanghai 
merchants, Chang, Li, and Peng, have 
ordered from an American manufac- 
turer’s representative during September, 
1924, similar lots of a standard com- 
modity, each priced at G$1,000. Each 
must pay a sufficient number of taels to 
provide that quantity of gold dollars, 
and also in taels the interest on this sum, 
say for 75 days, at 7%, duty and wharf- 
age dues, and cartage and boat hire. 
The duty and wharfage dues are paid 


TasLe I, ExcHANGE Rates (CHECKS) FOR SHANGHAI TAELS, IN UNITED States DoLtars* 
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*As quoted in the Bank and Quotation sections of the Commercial and Financial Chronicle. 
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at a rate of exchange fixed monthly by 
the Maritime Customs and those items, 
therefore, plus the cartage and boat 
hire, can be considered for all three 
merchants as being T$100. 

Chang decides to settle his exchange 
at 72 a month before the arrival of the 
vessel. He pays at the rate of 100 
taels for 72 gold dollars and his first 
cost is T$1,388.89. To this is added 
T$20.25 for interest and T$100 for 
charges, a total of T$1,509.14. 

Li makes his settlement upon the 
arrival of the shipment, when the rate is 
75. His cost, therefore, is T$1,333.33, 


Taste l. ExcHANce Rates (CHECKS) FoR SHANGHAI TAELS, IN UNiTED STaATEs Dotiars 
(Continued) 
Low and High per Month 
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plus T$19.44 for interest and T$100 
for charges, or a total of T$1,452.77. 

Peng waits until 30 days after the 
arrival of the merchandise and settles 
at a rate of 78, thereby paying 
T$1,282.05, plus T$18.69 and T$100, 
or T$1,400.74. 

Peng’s merchandise cost him 3.6% 
less than Li’s and 7.2% less than 
Chang’s. Li was able to cost his pur. 
chases 3.7% cheaper than could Chang. 

The result often is far from satisfac. 
tory to the manufacturer, who prefers 
to have his product sold at a fairly uni- 
form retail price. The Chinese mer. 
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*These rates are more conservative than the spot rates quoted in the Shanghai market, but they illustrate the constant 


fluctuations. 
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chants are cutters of price if any advan- 
tage can be gained from the process. A 
fortunate settlement of exchange will 
give one of them a decided advantage 
over his competitors and he can use the 
opportunity either to attract new busi- 
ness primarily for the product in ques- 
tion or to absorb’a_ miscellaneous 
collection of orders through a concession 
on the one product. Neither is helpful 
in the long-time process of developing a 
consistent and increasing demand in that 
market. 

Neither a standard time of settlement 
nor an insistence on covering operations 
are feasible solutions. Exchange trans- 
actions always have had an important 
place in the Chinese business transac- 
tions and if a risk is involved in any 
way the speculative nature of the Chi- 
nese craves it. 

What was stated regarding price- 
cutting applies to the retailer as well as 
to the wholesaler, and retail prices are 
based on the cost at wholesale. The 
conversion of the value of a commodity 
from taels to local dollars has an influ- 
ence on retail prices, but the fluctuations 
are smaller, and for that reason the 
phase is less important. Except in 
minor instances, moreover, the possibil- 
ity of control by the foreign business 
man in Shanghai ends with the tael and 
does not extend to the local dollar. 

It will be noted that for sales to the 
Shanghai market there is a risk of 
exchange fluctuation which must be 
assumed by some one and that usually 
it is undertaken by the Chinese whole- 
salers. In such cases there will be vari- 
ation in the retail selling prices of the 
commodity. 


Assumption of Risk by the 
Manufacturer 


Certain large American manufactur- 


ers who are well established in China 
and are familiar with the market have 
established their prices to the wholesale 
trade in taels. This practice cannot be 
objected to by the Chinese if all buyers 
are on the same basis. The risks of 
exchange are borne by the companies, 
but it is evident that they consider the 
assumption to be advantageous. The 
details are well handled by their own 
offices in Shanghai or by representing 
firms possessing their confidence. 

Every American manufacturer of 
products sold in China should under- 
stand this situation, because it has an 
effect on the ultimate sale, whatever the 
manner of distribution. It is particularly 
important in China because that market 
is young in its development and affords 
highly important potentialities. 

If the manufacturer wishes to assure 
his development by a fairly uniform 
price, he can arrange without difficulty 
to assume the exchange risk through a 
representative in Shanghai. Many relia- 
ble firms are there who are capable of 
handling the matter. A review of the 
exchange rates for a few years will de- 
termine an average, say 75, on which to 
base the tael selling price. A firm in 
Shanghai has to maintain a close touch 
with the exchange market at all times; 
and it should be permitted to use its 
discretion as to the rate at which it buys 
gold dollars for the amount of the in- 
voice. Purchases at 73 will involve a 
loss of two points to the manufacturer, 
and at 77, a gain of the same amount. 
A separate exchange account keeps this 
phase of the relationship entirely dis- 
tinct from the purchase of merchandise. 

Wide fluctuations of exchange will 
necessitate occasional changes in the tael 
selling price, but these are perfectly 
feasible if not too frequent. The 
changes should be authorized when the 
gain or loss due to exchange exceeds a 
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fixed percentage, with the provision 
that due consideration be given to the 
probable trend of the exchange market 
on the basis of past experience and cur- 
rent happenings. It has happened that 
a loss in exchange during the first six 
months of the year has been offset by a 
gain the second half of the year. 

It is suggested that careful considera- 
tion be given to this question by Ameri- 


can manufacturers. The Chinese mar. 
ket is unique in its way, and this 
particular phase is but one of many 
dificult ones. Very few American 
products can be said to have Chinese 
distribution as opposed to foreign dis. 
tribution in China, but more and more 
will achieve this distinction, and it js 
one which without doubt is well worth 
the effort. 
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INTEREST RATES AND UTILITY 
STOCK PRICES’ 


By PAUL C. CABOT 


money capital already invested in 

fixed interest bearing money obliga- 
tions fluctuates in its market value (not 
its true value or purchasing power 
value) in accordance with the changing 
risks involved and with the fluctuations 
of the current return available for new 
money capital about to be invested. In 
other words, bond prices, in general, 
move with equal proportionate intensity 
in an opposite direction to money rates.’ 
It is also known that money rates affect 
stock prices, but the relative importance 
of this factor is not as clear as it is in 
the case of bonds. It is the purpose of 
this study to attempt to determine what 
actually has been the influence of money 
rates—excluding all other factors even 
though they are of far greater impor- 
tance—on prices of common stocks, with 
an idea of gaging the effect and impor- 
tance of future rate changes on the 
prices of this type of security. 


e is quite generally recognized that 


I 


If we had a common stock that earned 
$10 and paid $10 each year indefinitely, 





‘Utility companies are large borrowers of money 
and, therefore, increasing money rates adversely 
affect their earnings and thereby the price of their 
securities. It is not this indirect effect of money 
rates that is here studied but simply the direct 
effect of rates on market prices regardless of 
earnings. 


*Cf. Standard Statistics Co., Liberty Bond Price 
Average and 60-90 Day Commercial Paper Rate. 
* Various other groups were considered but were 


rejected because of the relatively greater impor- 
tance and changeableness of the “other” factors. 


its market price would fluctuate solely 
and directly in accordance with money 
rates. In reality such a case never 
occurs. The earnings of corporations 
fluctuate greatly not only in one indus- 
try as contrasted with another and in 
various companies in the same industry, 
but in the same companies from year to 
year. The fact that these and a multi- 
tude of other changing influences are all 
reflected in varying proportions in the 
prices of stock makes it exceedingly diff- 
cult to segregate the effect of any single 
factor such as money rates. It was, 
therefore, important in the case of this 
study to select a group of stocks in 
which the other factors would be com- 
paratively of minimum, or at least of 
relatively constant, influence. _ If it had 
been possible to select a group of stocks 
in which the factors other than money 
rates remained constant, it is obvious 
that all price changes that had taken 
place would be directly attributable 
to changes in money rates. With these 
considerations in view, the following 
group of public utility stocks was 
selected for examination® because it 
represented various managements and 





For example, the chain-store group had many 
characteristics that seemed to recommend it, such 
as stability of earnings, steady and continued 
growth, and availability of data. It was rejected 
because of the tremendous price change since 1922 
which seems largely attributable to a sudden re- 
alization on the part of investors that chain-store 
stocks possessed these characteristics to which was 
added a peculiar market situation in which those 
directly connected with the operation of the stores 
had a very large percentage of the total outstand- 
ing stock. 
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tunings, Aggregate Earnings and Market Price of Aas Price 
eeeinens of Common Stock of the Six Companies SS 
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combined both holding and operating 
companies : 


Public Service Corporation of New 
Jersey 

Middle West Utilities 

Boston Edison 

Columbia Gas and Electric 

Tampa Electric 

American Gas and Electric 


II 


Marshall has said that “the value of 
capital already invested is the aggregate 
discounted value of its estimated future 
net income; and if its prospective in- 
come-yielding power should diminish, 
its value would fall accordingly and 
would be the capitalized value of that 
smaller income.’’* It is, therefore, essen- 
tial first to examine the relationship of 
the per share earnings to price. If such 
a study leads to the expected conclusion, 
that earnings have a very great if not 
dominating influence on price, their 
effect must be eliminated in order to 





* Principles of Economics, Book IV, chap. vi. 

*In order to construct this index, the earnings 
applicable to the common stocks of these various 
companies were compiled from Poor’s Manuals for 
1913 to 1924, inclusive, and tabulated (Appendix 
A), then the total number of shares outstanding 
was multiplied by the average of the high and low 
market price per share of the stock in question year 
by year, thus getting the total market price of the 


evaluate the importance of other price. 
making factors. 

In order to study the relationship of 
earnings and market price an index® was 
constructed, a graphic presentation of 
which is given in Chart I. In this chart 
the broken line represents the actual 
combined earnings applicable to the 
common stocks of all these companies, 
the figures being expressed in millions 
of dollars. The continuous line repre. 
sents the combined market price of 
these equities in tens of millions of 
dollars. In general a study of the earn. 
ings shows that in the years 1913 to 
1924, inclusive, the earnings of these 
companies at least—and there seems no 
reason to believe that they are not typi- 
cal of the industry as a whole—showed 
a very marked upward tendency; since 
1919 at an increasing rate. It will be 
noted that from about the date of our 
entry into the war, earnings did not in- 
crease; in fact, they declined slightly. 
Before that date, however, the upward 
trend is noticeable. 

A study of the price of these stocks 
shows in general that they have moved 
not only in a similar direction to the 
earnings but with equal intensity. A 
close examination of these two curves 
shows that only once, in 1920, did these 
two move noticeably in divergent direc- 
tions. Only in 1920, then, did earnings 
fail to be the most important factor 
affecting market price. In view of the 
decline in prices both of commodities 
and stocks, this effect does not seem 
surprising. On the basis of this test we 





common stock equity year by year. 

In order to form an index, the total share earn- 
ings of the individual companies were added. In 
like manner the market prices of the equities were 
added. Of course, this method of forming an index 
gave weight in proportion to size, but it was felt 
that this was not only justified but essential be- 
cause of the greater importance of the larger com- 
panies. 
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Tas_e I. EARNING RATIO FOR THE GROUP 
oF Stocks STUDIED 
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19030. .cexeeune 3.9 1922 11.5 
1987. ..<<asmeee 8.8 1923 12.2 
1926. ....0sseumee 9.8 1924 10.3 














* This figure is the percentage earned on price of the index 
for the group, formed from the aggregates of the individual 
companies. (See Footnote 3, page 431.) 


are, therefore, led to the conclusion that 
except in panic times the market price 
of public utility stocks moves in the same 
direction as the earnings of these stocks. 


Il 


To study the effects of money rates, 
it becomes necessary to remove the most 
important factor, that of earnings. This 
can be done by the use of the “earning 
ratio’ (percentage of earnings to mar- 
ket price). If earnings were the sole 
cause of market price fluctuations, the 
earning ratio would always remain at a 
constant figure. In Table I is given the 
earning ratio for the group. 

This table shows considerable varia- 
tion from a low of 6.5% in 1914 toa 
high of 13.8% in 1921 and definitely 
proves that earnings are not the only, 
although the most important, factor 
influencing market price. As already 
stated, if they were the sole factor, the 
above ratio would never change. The 
variation in the ratio may be due to a 
reappraisal of the risks, change in in- 
vestment sentiment, or any of the other 
factors, excluding earnings. Among 
these we come to that of money rates. 

The earning ratio is merely the per- 
centage income or rate® on the market 
value of the principal invested. This 
rate (the earning ratio) is as truly a 
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rate as, for instance, that on prime com- 
mercial paper, the only difference being 
that it contains more of the risk element. 
There is no known interest rate that 
does not contain some risk element. 
There is only one theoretically riskless 
rate (obviously never found in reality) 
which fluctuates from time to time with 
the demand for capital and supply of 
capital. All other rates fluctuate more 
or less closely in accord with this rate in 
proportion to the risk element they con- 
tain. The larger the risk element, the 
less is such a rate liable to move in 
accord with the-riskless rate. The rate 
here selected for study has a larger risk 
element than, for example, the rate of 
interest on Liberty bonds, and, there- 
fore, cannot be expected to correspond 
as closely to a theoretically riskless rate. 

Chart II compares the earning ratios 
of these utility stocks with the com- 
mercial paper rate, both curves being 
expressed in percentages of their respec- 
tive averages. It will be noted that the 
two curves tend to move equally in the 
same direction at the same time. A 





*It may be contended that actual dividends re- 
ceived constitute the sole income. Theoretically 
this is not true, for a stockholder owning a given 
proportion of a business owns his proportionate 
amount of the earnings of that business just as 
much, whether declared in dividends or retained 
in the enterprise. 





Chart II 
Comparison of the Earning Ratios of the Stocks 
Studied with the Commercial Paper Rate 


(Both curves expressed in percentage of their averages) 
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close examination reveals the fact that 
paper rates reached their peak in 1920 
while the earning ratio reached its high 
in 1921. This indicates that interest 
rates may have a tendency to precede 
the earning ratio in its movement. The 
fact that data are given only in yearly 
figures would hide any monthly lag that 
might exist between the two series. It 
is evident that the earning ratio has a 
direct relation to interest rates, tending 
directly to follow or move with those 
rates. Mathematically it works out 
(Appendix C) that when prime paper 
rates move from 5% to 6%, the earning 
yield will move from 9% to 10.9%. 
The fact that this has been true in the 
case of representative public utility 
stocks for the past 13 years does not 
necessarily mean that it will continue to 
hold for the future, but it is a pretty 
good indication that it will do so. 

If the earning ratio curve coincided 
with the paper rate curve, one could be 
certain that there were only two factors 
that affected the prices of these stocks; 
namely, earnings and money rates. The 
fact that they do not coincide indicates 
that there are other unconsidered fac- 
tors affecting this price. It is important 
to notice here that because earnings and 
prices move together and because the 
earning ratio and paper rates move to- 
gether, there is justification for assert- 
ing that earnings and money rates are 
generally the most important factors in 
determining the price of these shares. 


IV 


The above study has been limited 
solely to a discussion of the index of 





"See Appendix A. 


*In the chart no adjustment has been made for 
secular trends, figures used being actual unad- 
justed earning ratios expressed in percentages of 
their respective averages. If adjustment had been 


these utility stocks and in no way has 
considered the individuals making up 
the group. It may well be that the 
individuals do not show the character. 
istics of the group. Since investors are 
concerned with individual companies, 
this phase of the subject is of special 
interest. 

A perusal of the earnings and prices 
of the individual companies’ reveals the 
fact that the correlation characteristic 
of the group applies equally to the in- 
dividual companies, and, therefore, 
what has been said regarding earnings 
and price of the group may be applied 
to any of the individuals; namely, that 
earnings are the most important factor 
affecting price. 

Whether or not the earning ratios 
of the individuals move equally and in 
the same direction as the rates for prime 
commercial paper can be determined by 
the similarity of the various earning 
ratios of the individuals to their aver- 
age. Chart III shows the average earn- 
ing ratio of the group (the heavy line) 
and the earning ratios of the individuals, 
all curves being plotted in percentage of 
their respective averages. On account 
of the number of lines it is rather diffi- 
cult to get a very accurate picture. With 
a few exceptions, it will be noted that 
the individuals tend to cluster around 
their average (the heavy line),* espe- 
cially in the last four years. 

Now let us consider the “noticeable 
exceptions.” The curves representing 
the Public Service Corporation of New 
Jersey, the Middle West Utilities, and 
in a lesser degree the American Gas and 
Electric, tend to diverge from the aver- 
age much more markedly than do the 





made for secular trend it is possible that the con- 
formity of the lines would have been brought out in 
even greater prominence. It was felt, however, 


that such adjustment would merely lead to statis- 
tical confusion without materially aiding the ex- 
planation of the point involved. 
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other three companies. Since these 
three are holding companies, it is inevi- 
table that their earnings applicable to 
their common stock are, because of their 
financial structure, subject to much wider 
fluctuations than are those of the oper- 
ating companies. The risk element in 
these companies is greater, and, there- 
fore, it is to be expected that their earn- 
ing ratios will vary more from the 
theoretically riskless rate. Appendix A 
shows that the price fluctuation of the 
stocks of these companies does not fol- 
low their per share earnings in as close 
a fashion as it does those of the operat- 
ing companies. It would seem that the 
market price discounts this rapid fluc- 
tuation in earnings, and is neither pro- 
portionally depressed by one year’s 
small earnings nor inflated by one year’s 
large earnings. ‘This means that the 


earning ratio in these companies tends 
to fluctuate far more than it does in the 
operating company. For example, in 
1919 when the earning ratio of the 
Public Service Corporation of New 
Jersey dropped markedly, we find that 
earnings in this year suddenly declined 
from $2,662,000 to $138,000, only to 
come back in 1920 to $1,555,000. The 
price of the stock had obviously dis- 
counted the fact that the reported earn- 
ings of 1919 were exceptional. In like 
manner we find that in 1919 the earn- 
ings of the Middle West Utilities are 
more than four times as great as those 
of the preceding year, and in 1921 ap- 
proximately twice the 1920 level. There- 
fore, in studying individual companies, 
we are compelled to modify our conclu- 
sion regarding the group to the effect 
that the earning ratio of public utility 
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stocks tends to move in the same direc- 
tion and with equal intensity to paper 
rates in the case of operating companies, 
and to a lesser degree in the case of 
holding companies. This does not mean 
that interest rates are absolutely of less 
importance in their effect on holding 
company stock prices, but simply that 
other factors are relatively more im- 
portant. 


V 


The influence that a general rate 
change has on the prices of their stocks 
has been measured with reference to the 
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six selected companies. It seems logical 
to believe that a similar effect is bein 
wrought on the price of all stocks by 
general rate changes, although in many 
cases it would be impossible to measure 
this with precision because of the rela- 
tively greater influence of the other 
causes of price fluctuations acting and 
reacting on each other. It is well to 
remember, however, in trying to set up 
standards by which the value of a stock 
may be determined, that the ratio of 
earnings to market price must be ad- 
justed for changes in the current rate 
of interest. 















































APPENDIX A 
Taste I. Epison ELectric ILLUMINATING COMPANY OF BosTon 
Percent- 
App. to age of 
Year Com., No. of Mkt. per | Earnings | Total Mkt.,| Earning | Average 
cco Omitted Shares Share | per Share |ooo Omitted) Ratio Ty 
| EC re eee 2,558 182,000 261 14. 47,500 5.4 65 
Bh Seb awk eaccknensndeeee 2,726 204,729 249 13.3 50, 5.4 65 
Et asa; honed cheetas aaa 2,906 224,480 245 12.9 55,000 2.9 64 
| Nr ee WE A 3,570 225,182 237 1$.7 $3300 6.6 80 
RP a PRR ee et te 3,620 225,280 179 16.1 40,300 9. 103 
OS ORE Ce OPA pe 35238 225,280 160 14.4 36,000 9. 108 
BONG bac isch miteieeaecenen 3,150 225,280 154 14. 34,700 9.1 110 
| Ore ee) ate oh) 4,016 225,280 152 17.8 345300 11.7 141 
I a vice i's: 0.0.0 oh. 3,901 225,280 154 37:3 34,700 11.2 135 
CRP ee ee 43045 270,336 170 Is. 46,000 8.8 106 
PIs a:09- 0S pin dca ahead one 5,216 324,403 162 16.1 $2,500 9.9 119 
ee reper we ee EPP hal 6,563 | 467,141 181 14.1 84,500 7.8 94 
Tasce II. Tampa Evectric COMPANY 
Percent- 
App. to age of 
Year Com., No. of Mkt. per | Earnings | Total Mkt.,| Earning | Average 
coco Omitted Shares Share | per Share |ooo Omitted tio ae 
> So ee ee re ee ee 325,000 22,440 147 14.50 3,300 9.9 74 
Ee ere 386,000 26,180 145 14.75 3,800 10.2 76 
WE bin cenns cqaceetecaneaee 426,000 26,180 142 16.30 3,700 11.5 86 
SES Cyr es: 387,000 26,180 128 14.80 35340 11.6 87 
RR ie ox REIS a 382,000 28,422 102 13.45 2,900 13.2 98 
Rca 44 0c ddan he ay eeeeia cements 381,000 28,743 107 13.25 3,070 12.4 93 
ee ae, Caen ea es Sn 452,000 28,743 105 1§.75 3,020 + 3%. 112 
i siirs bn Ceanhads coweendeamie 506,000 28,743 106 17.60 3,040 15.8 118 
ee Ame Pee ee Oe 635,000 28,743 120 22.10 35450 18.4 137 
rE ereens Bee ES ee 691,000 34,548 136 20. 4,700 14.7 110 
| RS Fer Sy epee. 858,000 41,405 141 20.75 5,830 ie.9 110 
RO isctsnpaw atthe damon 948,000 49,686 157 19.10 7,800 12.2 gl 
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Ogical Taste III. American Gas AND ELectric CoMPANY 
being = 
ks by App. to ‘a 
Year om., No. of | Mkt. Ea Total Mkt., 
many . coo Omitted| Shacee | Share” |per hare loco Omitted] “Ratio” Earning 
asure . 
rela. Tk err 581 67,000 77 8.70 5,150 u5.9 Iol 
other 1914... cceccsesccpemsoneneesaee 695 73,000 78 9.53 5,700 12.2 108 
5Q3S. 0. scesenssehuenneeeunenne 951 75,000 116 12.10 8,700 10.9 97 
r and oo Sree 1,003 79,000 | 142 12.65 11,200 8.9 79 
ell to 1917 oecee eee 555 Vs aren 543 oe a. 6.61 9,500 $4 Pe 
: 1QIB....ccececcccccenecessoeces 587 4,000 9 7.00 230 7: 8 
et up 5030. ...+sse000eeebeensneewnne 1,597 107,500 120 14.90 12,850 12.4 110 
stock vr ee 1,509 115,000 92 13.00 10, 14.1 125 
: $988 .. cov ccncshceeeeeeneeeeens 2,249 120,000 109 18.75 13,100 17.2 153 
iO of eee 3,033 153,000 164 19.80 25,100 2. 107 
e ad- 5923... sccscct che seneeeeneneee 4,202 781,069 39 5.39 32,300 13.8 123 
fom 1944. ....sccsnnseeeeneeneneenee 6,209 813,136 86 7.62 70,000 8.9 79 
e ia. 
Taste IV. Pustic Service CorPoRATION OF NEW JERSEY 
FE Percent- 
a. App. to an a 
— i Year Com., No. of Mkt. per | Earnings | Total Mkt.,; Earning | Average 
eoiaeks ‘ ceo Omitted Shares Share | per Share |ooo Omitted} Ratio esning 
ge of 
“rll 
sy 1913... o..0.08:66'6eneh ol ean ee 2,248 250,000 | 112 -74 28,000 8. 88 
i; i 1914. ...+0+%s6e tenes 1,625 250,000 | 110 .32 27,500 5.9 65 
6 Tt Se RS 1,846 250,000 | I10 1.13 27,500 6.6 72 
6e . Te) Pe 2,948 299,996 | 126 3.36 37,800 7.8 86 
6; ly A ee 21494 299,996 | 114 31 34,000 3.9 80 
80 — Pere en es 2,6 : pap 97 ee 29,200 9-1 100 
: ; 919. ....snde6chaaetaiee Een 3 99; 75.5 _ 22,700 } 7 
8 1990. ....+000nsi0he be mceeee eee 1,555 300,000 | 60 5.20 18,000 8.7 95 
“a TOBE... 6 i. 040.5 enone 2,651 300,000 62 8.85 18,600 14.2 156 
a BQA2. ... coc dun eeu lah eae eee 3,970 300,000 84 13.20 25,200 1.7 173 
3 3923... <.+'s ewiehees see 33737 600,000 47-5 6.20 28,500 13. 143 
“| | 1924. «20.0006 uunepeeaeg Haaeneee 5,583 824,080 54.5 6.80 45,000 12.5 137 
I9 —— 
94 
. f 
Taste V. CotumsBiA Gas AND ELeEcTric COMPANY 
2 <a 
cent { 4 a ~ ° i age 0 
“y ; Year om. No. of Mkt. per | Earnings | Total Mkt.,| Earning | Average 
ll ooo Omitted Shares Share per Share jooo Omitted} Ratio a ny 
tio. _ 
in i 1933. ... «ssc ane ee ese eee a 219 $00,000 | 13 44 6,500 3-4 36 
74 i Il 4... 5 ss cudcaitne heme eis a 391 500,000 | II .78 5,500 9.5 75 
56 1915 orc ssecneehadeabeapeeaned 382 §00,000 | 12.5 72 6,250 6.1 64 
86 1986. .....cchecb emer lee eee 1,157 §00,000 | 34 2.3 17,000 6.8 72 
87 5987... cccksaskuhen CaRee swam 2,085 §00,000 | 36.5 4.15 18,250 11.3 119 
98 : IQhG, . ....... scapes os eeeee tam 2,351 §00,000 | 36.5 4-70 18,250 12.9 136 
93 IQEQ,. «0:5 aris sed NNdd ORE Eee 2,447 §00,000 | 54 4.9 27,000 g.1 96 
~ IQDS:......s:0s\sbe ss aa eae 3,991 500,000 | 58.5 3. 29,300 13.7 144 
3 . 8988... ccodnnscnnagpeeeenennnl 35455 500,000 6.9 30,000 11.5 121 
37 5948... .s0cbheanion ak eee 4523 500,000 89 8.5 44,500 10.7 113 
+ EGAS. . « .ss.scb 50k bine eee 355 §00,000 | 102 11.1 51,000 10.9 115 
is BGRG. ... nccossudpusewaubineeeeas 6,615 1,500,000 | 40.5 4:4 60,700 10.8 114 
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TABLE VI. Muipp_e West UTILITIES AND SUBSIDIARIES 
















































































Y x ag No. of | Mkt Earnings | Total Mk j nea 
ie ooo Omiited| Shares | Share |per Share |ooo Omitted] “Ratio® | Sacase 
Ratio 
BOBS. 0.0 sneha eae 507 73,562 47-5 6.90 3500 14.5 64 
PEE stadie b's warndeatieie see ace aie 383 84,273 39. 4-55 3,280 33. $3 
BL a Siw'dcik 5 ody es kee eee 402 - 84,963 92.90} 4.75 2,760 14.6 64 
Ie BS 683 90,503 $1. 7.60 4,600 1s. 66 
BT. bik ox sa ec he eee eee ees 404 95,937 43. 4.20 4,130 9.7 43 ‘ . 
Se ee rene We ay 244 97,849 24. 2.50 2,350 10.4 46 f 
FETE Oe re re ey ¥ 97,961 30. 10.90 2,940 36.3 160 
I oasa 0208 yl oa eee eee 653 104,961 17. 6.28 1,780 38.5 165 
Re rrr eee ese 1,206 146,836 | 18.50 8.22 2,700 44-5 196 
ER IE ~ 1,500 165,939 | 37- 9.05 6,150 24.4 108 t 
IIc «Scania » din natu ba eS Aa 2,082 179,276 40. 11.60 7,150 29. 128 i 
id oe bak dtere sills baeaee naked 2,924 202,050 63. 14.43 12,730 23 101 ' 
APPENDIX B , 
Taste I. Torat Att CompPaNIes 
(In millions of dollars) 
. I 
Year Earned Price Ratio Percentage 
Rr. ss ak tive oe bh Cae E ee 6.43 94 6.8 | 
Ss + \cweeeocks sa ee waee ature wie 6.21 96 6.5 { 
Pty. kenduetb-apnnsssrhneoueneee 6.91 104 6.6 
Gh ade wk via ERE hoe eS ET EAE 9.75 127 7.7 | 
Ee eee ee 9.53 109 8.8 | 
a vc ch bekbe aks edacee eee 9.46 97.1 9.8 
| Ee ee ee ee vee 8.85 103.2 8.6 ( 
So cin t's 0 oN Ghd Kod os eee 12.23 96.6 12.6 
BIER ETT Cree ree 14.10 102.5 13.8 , 
ee reer peer 17.47 152 11.5 
Rsv wis'nh0deds ub «chbeebdincaeel 21.65 177 12.2 . 
BR. cis ces dance saab eae eewndien tee 28.84 281 10.3 | 
APPENDIX C 
_ Tasie I. COMMERCIAL PAPER RATES, 1913-1924 " 
Commercial Paper Earning Ratio 
Actual Rate* Earning Ratio % of Av. (5.035) % of Av. (9.6) 
Ce ee eee §.57 6.8 III 71 
hi ivisansbensinscus eos we 4-79 6.5 95 68 
OO a eT eee ey ee Se 3-45 6.6 68.5 69 
Na ee peer Pere he eee 3-43 2.9 68 80 
NG cee kededccerbabeenes 6. 4-74 8.8 94 92 
sida 4 dnsacedes eax babes 5.87 9.8 117 102 
ia Gin. bn ckowees ce tvew ct §.41 8.6 107 go 
arene x bh Hs noe eee 7.36 12.6 146 131 
Ps bar dd tad ae caoweeben 6.54 13.8 130 144 
ee eee re er re ee 4.42 11.§ 88 120 
Pes chcbuchadiawescduactes 4.94 12.2 98 127 
Si itaahoehacnsokssedsenee 3-90 10.3 78 107 
Average Paper Rate 5.035 Avg. Earning Yield = 1% Paper Rates: x% of Earning Yield 
9.6 =f $ x 


ze 
*60-90 day prime paper. Review of Economic Statistics, Vol. V., No. 1, p. 28. 
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THE SETTLEMENT OF CLAIMS UNDER LAPSED 
LIFE INSURANCE POLICIES 


By AVARD L. BISHOP 


\ 7 HEN a man “takes out” a life 
insurance policy he enters into 

a contract with another party, 
the insurance company. The policy 
itself is evidence of, and, together with 
the application for the insurance, con- 
stitutes the contract. What the insured 
or his beneficiary ultimately will get 
from the company depends upon the 
nature of the contract which the com- 
pany has made with the insured. The 
company agrees with the policyholder 
to do certain well-defined things upon 
the happening of some specified event, 
provided, in the meantime, the policy- 
holder does what he has promised to 
do. 

The insured as a party to the life 
insurance contract agrees to pay the 
company a certain prescribed sum of 
money, annually or semiannually, or 
possibly quarterly. These payments 
are made in consideration of the prom- 
ise of the company to pay the heirs 
of the insured, or a designated benefi- 
ciary, a certain principal sum of money 
whenever the insured may die. In the 
case of an all-life policy, the one we 
have here in mind, which will serve as 
well as any for purposes of illustration, 
the premium payments may continue 
for a large number of years. Even on 
a limited-payment life policy the period 
of premium payments may cover 20 
years or more, if the insured continues 
to live. In any event, if the insured 
survives for any considerable time 
after the policy is issued, which is the 
normal thing to expect, a large number 


of premium payments will have to be 
made. 

The future, however, is most uncer- 
tain; even the most far-sighted peer 
but vaguely into what is beyond the 
immediate present. Most responsible 
adults look ahead hopefully but blindly, 
though with sufficient imagination to 
recognize the necessity of making some 
material provision for the future needs 
of themselves and those dependent 
upon them. This constitutes the oppor- 
tunity for the insurance agent, for one 
of the best ways for many people to 
make such provision is by buying a life 
insurance policy. The prospect, there- 
fore, becomes convinced that life insur- 
ance is a good proposition, and that for 
him it would be “a good thing.” He 
purchases an insurance policy of some 
type from this agent or that, quite 
regardless, in all probability, of the 
comparative merits of the company into 
which he enters with others of which 
he has heard, and often without weigh- 
ing carefully whether the type of policy 
will prove, in the long run, the best type 
for him. Nevertheless, he enters upon 
his part of the contract in good faith, 
starts paying the premiums as they be- 
come due, and expects to continue to 
make such payments as long as his 
contract calls for. 

Now the vast majority of the mil- 
lions of insured citizens of the United 
States are dependent upon earned 
income to pay the never-failing pre- 
miums. This means that the nation’s 
workshops and the nation’s business 
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operations must, in the final analysis, 
yield the income to meet the premium 
payments. But industry and business 
are subject to fluctuations; times are 
not always good. Most of us know 
this only too well from personal expe- 
riences. Business does not ride a cer- 
tain wave. We hear much nowadays 
about the ups and downs of the busi- 
ness cycle, and people are becoming 
much interested in business forecasting; 
they want to know in advance, if they 
can, whether business is going to be 
good or bad, for it makes a vast dif- 
ference in planning for the future. 
An outstanding cause of the inability 
of many people to pay their insurance 
premiums is business or industrial de- 
pression—a phase of the business cycle 
commonly called “bad times,” and one 
which seems to be oftener and longer 
with us than any other phase. It may 
be that the “bad times” may cause the 
insured to lose his position; perhaps, 
however, the position may still be held, 
but the concern with which he works 
may be running only part-time; possibly 
there will be a shut-down for awhile. 
In any of these events, the income is 
likely, sooner or later, to be curtailed. 
But the business cycle with all of its 
ups and downs is not the only cause 
of embarrassment in making premium 
payments. Sickness of the insured him- 
self or of other members of his family 
may eat up the income so fast that 
nothing is left over to meet the pre- 
mium payments when they become due. 
Moreover, increased living expenses, 
which were entirely unforeseen when 
the policy was first written, together 
with a fixed or but slowly rising income, 
may make it entirely impossible, in the 
course of time, to meet the premium 
calls. This situation may not occur 
until after the policy has been running 
a dozen years or more. At any rate, 
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whatever may have been the cause— 
business or industrial depression, sick- 
ness, increased costs of living, or what 
not—a substantial percentage of those 
who carry insurance in old-line compa- 
nies find it difficult, sooner or later, to 
meet the premium calls even after the 
expiration of 30 days of grace. With 
many of these the embarrassment is 
only temporary and by some hook or 
crook they pull out of the difficulty; 
with others the payments cease for 
good and all, and the insured is faced 
with the fact that he has failed to keep 
his part of the insurance contract. 

Reliable insurance statistics show 
that abandonment of premium pay- 
ments by policyholders are only too 
frequent—more frequent at some times 
than at others. In a recent year, of 
all the life insurance companies report- 
ing to the New York Insurance De- 
partment it appeared that over half a 
million of their policies were lapsed. 
The face value of such lapsed policies 
for a single 12-month period aggre- 
gated in excess of one and a quarter 
billion of dollars. Such considerable 
lapses are due, of course, to more 
causes than those indicated above; but 
an outstanding cause is the inability of 
the insured to pay the premium when 
due. This may happen soon after the 
policy is written, or it may be a con- 
siderable number of years later, or at 
most any point between these two ex- 
tremes. 
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Now, what are likely to be the 
insured’s relations to his insurance com- 
pany after he has failed to pay the 
premiums as he agreed to pay them 
when he entered into the insurance 
contract? It is possible, of course, to 
have the lapsed policy revived, either 
for the whole or a fractional part of the 
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original principal sum, if this course is 
undertaken within a reasonable length 
of time. In all probability the second 
(or final) premium notice informed the 
insured, in effect, that if the premium 
was not paid by the expiration of the 
30 or 31 days of grace the policy would 
lapse, and that it could be revived only 
by furnishing the company with satis- 
factory evidence of continued good 
health, and so forth, and so forth. 
Many lapsed policies are revived upon 
submitting such evidence and upon the 
payment of the overdue premium, but 
in a tremendous number of instances 
each year the policy is never revived; 
the premium payments have stopped 
for good and all. In such cases, has 
all the money paid in to the insurance 
company been forfeited, or is there 
something coming to the unfortunate 
policyholder? If there is something 
coming to him in the nature of a re- 
fund, what is the principle upon which 
the amount is reckoned? These are 
matters upon which a large percentage 
of the insured public are very hazy and 
upon which we shall now endeavor to 
throw some light. 

Years ago, if the insured failed to 
pay the premiums as agreed, he there- 
by forfeited all his rights under the 
policy in question; there was no sur- 
render value whatsoever. This has all 
changed now, so that, barring certain 
exceptions soon to be mentioned, sev- 
eral optional settlements are open to 
the insured who stops his premium 
payments. This whole matter is now 
determined by statute in the various 
states, but in no instance, in the knowl- 
edge of the writer, has there been a 
law requiring a company to return any- 
thing to the insured unless at least two 
full years’ premiums have been paid. 
In Canada, lapsed or surrendered poli- 
cies have no surrender value until at 


least three years’ premiums have been 
received by the company in question. 

Assuming that the policy has been 
in operation long enough to have a 
surrender value when the premium is 
defaulted, some surrender value actu- 
ally exists if the policy is such that the 
company has in its hands a legal reserve 
against it. But if this reserve is very 
small, the insured should expect little 
or no refund, simply because the com- 
pany has not received from him a yearly 
premium large enough to have any- 
thing much left over at the end of the 
policy-year, after it has been paid 
for carrying the risk of his dying 
during that year, and the consequent 
possibility of having to pay somebody 
the principal sum of the policy. For 
example, a 10-year term policy calls for 
the payment of a very small annual pre- 
mium, approximately $10 or $11, per 
thousand of insurance for relatively 
young persons, just about enough to pay 
the company for carrying the risk on the 
insured. There is, therefore, only a 
relatively small reserve on this policy at 
any particular time, so that little or no 
refund should be expected if the pre- 
mium is defaulted any year when it is 
due. In fact, at the end of the 10-year 
period, the reserve is exhausted and the 
company’s obligations to the policy- 
holder cease. 

A policy of this type (a term policy) 
which runs out at the end of the 10 
years, unless renewed at a higher rate 
of premium, resembles somewhat a fire 
policy which terminates at the end of 
the period for which it was written. No 
one expects a stock fire insurance com- 
pany to return any of the premium 
when the policy expires, because it has 
all been earned, nor should any one 
expect a refund on an expired term 


policy. 


¥ Es bad 
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Similarly, there is no fund placed in 
reserve year by year on a policy written 
on what is called the natural-premium 
plan. This is the plan whereby the 
insured pays the company an increasing 
premium each year as the insured gets 
older. The annual premium is very 
small in the earlier adult years of life 
and increases thereafter until it be- 
comes so large as to be virtually pro- 
hibitive in very old age. It is supposed 
to be and is an exact measure of the 
risk that the company carries on the 
insured for the particular year in 
question, and normally no reserve will 
accumulate. Relatively few policies are 
written on this plan, so that no further 
discussion of it is necessary for our 
purposes here. 

By far the largest proportion of 
insurance policies issued by the old-line 
companies are neither term policies nor 
policies written on the natural-premium 
plan; on the contrary they are policies 
calling for the payment of what is 
called a level or constant premium. 
This is the same amount year after 
year, no matter how long the premiums 
have to be paid. That is, if the ABC 
company insures John Doe at age 21 
for a premium of $20 a year through 
an all-life policy, John Doe pays this 
same amount at age 75, if he is still 
living and has kept the policy in force; 
and he has paid, throughout the more 
than a half-century, at every anniver- 
sary of the day when the policy was 
written, exactly the same amount— 
$20. This assumes that the policy does 
not participate in dividends. Every 
one knows, however, that the risk to 
the company of John Doe’s dying in 
any particular year increases with his 
advancing age. This means that under 
the level-premium plan of insurance the 
insured pays into the treasury of the 
company annually, in the earlier years 


of the policy’s existence, more money 
than it costs the company to carry the 
risk on the insured’s life for that par. 
ticular year; and it means further that 
in the later years of the policy the 
annual premium payments are less than 
the cost to the company to carry the 
risk for the year in question. 

This is exactly what is going on 
among the legal reserve or old-line 
insurance companies. As soon as a 
new policy is written, the company in 
question begins to accumulate against 
the policy a sum of money year by year, 
which increases at compound interest. 
This is called the reserve, and it is a 
kind of trust fund held by the company 
to pay the policy when it becomes a 
claim by death. The yearly addition to 
this reserve is only a small fraction of 
the annual premium, because it costs 
the company something to do business 
(which cost comes out of the premium 
payments, in considerable part), and 
because the company must be paid to 
carry the risk on the insured (a further 
sum to be subtracted from the pre- 
mium). The balance of the premium 
is the reserve and virtually belongs to 
the insured, though held for him in 
trust by the company. Normally, the 
reserve goes to pay the heirs of the 
insured when the policy becomes a 
claim by death; but it is now recog- 
nized in law and in actual practice by 
the companies themselves that the re- 
serve belongs in large part to the 
insured, even though he fails to pay the 
premiums as he agreed to pay them. 


II 


It is almost the invariable practice 
of life insurance companies to give the 
policyholder the option of taking the 
surrender value of his policy in any one 
of several ways. Usually, three options 
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are specified in the insurance contract. 
It cannot be too strongly emphasized 
that the options available with respect 
to any particular policy are those which 
are specifically set forth in the policy 
contract when it is issued to the insured. 
It may be stated also as a general 
proposition that the various options 
are, as a rule, of equal value in the 
final analysis, so that it is a waste of 
time for the insured who is forced to 
stop paying his premiums to try to 
figure out which plan of settlement will 
net him the largest return. It is highly 
worth while, however, for him to con- 
sider which plan of settlement would 
be best for all concerned in the light 
of his present and future needs for 
cash, the probability of his living any 
considerable time, and so on. 

The options referred to in the pre- 
ceding paragraph are (1) to receive 
what is coming to the insured under 
the policy in spot cash upon his sur- 
rendering the policy to the company 
and releasing the latter from all fur- 
ther claims; (2) to continue the policy 
for a fractional amount of its original 
principal sum, depending upon the 
length of time the policy already has 
been in existence, and pay no further 
premiums, the policy being a paid-up 
policy and the principal sum payable 
only upon the death of the insured; 
(3) to continue the policy for its full 
original amount as a paid-up policy for 
a specified length of time, and if the 
insured is still living, at the expiration 
of this specified period, the contract 
expires, just as does a term policy. The 
policy usually provides that the last- 
mentioned plan automatically goes into 
effect when premiums are no longer 
paid, unless the insured gives notice to 
the company that one of the other 
options has been elected. 

It is impossible to determine, with- 
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out a full knowledge of all the facts 
regarding the causes for lapsing the 
policy, the health of the insured, his 
dependents, and so on, which one of 
the three options should be elected in 
any particular case. Life insurance is 
governed by scientific principles and not 
by guesswork, so that theoretically the 
various options offered are equivalent 
in value and are equitable both with 
respect to the company and to the 
insured. It may be said, however, with 
a high degree of accuracy that many 
lapsed policies are surrendered at once 
for cash (option 1) when some other 
method of settlement would have 
been preferable. Most humans have 
a strong preference for present over 
future things, so they are naturally 
inclined to take in settlement with the 
company whatever quick cash they can 
get, with little or no understanding of 
why the amount tendered by the com- 
pany is large or small. The insured 
does know, however, that he gets back 
only a fraction of the total amount paid 
in as premiums, so that he is likely to 
feel that he has “‘dropped”’ quite a sum 
by his insurance venture, and this item 
of information is likely to be passed 
on to his friends to the detriment of 
life insurance in general and his com- 
pany in particular. As a matter of 
fact, he has gotten back from the 
company almost 100% of that part of 
the premium payments which have not 
already been duly earned by the com- 
pany. Unless the embarrassed policy- 
holder was very greatly in need of 
cash, it would have been better, in all 
probability, for him to have taken a 
paid-up policy for a fraction of his 
original insurance (option 2). By so 
doing he probably could be made to see 
that his insurance venture, though dis- 
appointing in some respects because of 
his own failure to see it through to the 
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end, had actually been a good invest- 
ment, when all the facts were taken 
into consideration. 

The impression has been given above 
that not quite all of the reserve on a 
policy is refunded to the policyholder 
on a surrendered policy. This is cor- 
rect. Inasmuch as the laws governing 
surrendered policies are based on the 
assumption that the surrender value is 
determined by the amount of the re- 
serve on the policy at the time the pre- 
mium payments cease, the companies are 
allowed to make a so-called surrender 
charge. This is reckoned in various 
ways of which one is a certain per- 
centage, such as 214%, of the principal 
sum of the policy. Some companies 
are extremely liberal in granting sur- 
render values on lapsed policies in that 
they give to the policyholder in settle- 
ment a larger amount of money than 
the law actually requires. 

In conclusion, we do not wish to 
leave the impression that lapsing a life 
insurance policy by failure to pay the 
premiums should ever be taken lightly 
by the insured. Even though the com- 
panies are exceedingly liberal in their 
surrender-value options, it is practically 
always best to keep the policy going 
at its full principal sum by paying the 
premiums when due, if this possibly can 
be done. But the company usually is 
ready to meet the insured more than 
half-way in an emergency. It is the 


writer’s opinion that, virtually without 
exception, old-line life insurance com. 
panies (the only type we are consider. 
ing here) expect to keep the faith with 
their policyholders, that they actually 
do keep the faith with them, and that 
the reason why certain insurance inter- 
ests are, at times, more or less under 
suspicion with certain sections of the 
public is because the suspecting public, 
in such instances, unfortunately does 
not know enough about the details of 
the insurance business to understand 
properly the nature of the insurance 
contracts. Sometimes an insured or 
beneficiary is down on this or that 
insurance company because it did not 
do what the insured or the beneficiary 
expected it to do. The chances are, 
however, that the company did just 
exactly what it had agreed to do in the 
insurance contract, but that the insured 
(or the beneficiary) misunderstood the 
situation because of failure to read the 
insurance policy. What the insured 
public needs to know for its own benefit 
is more about the principles of insur- 
ance and the nature of the policy con- 
tract; it needs, at the same time, to lean 
less upon other people’s opinions of the 
business and the popular conception of 
insurance. Then, and only then, will 
the beneficent features of high-grade 
life insurance be fully and properly ap- 
preciated by the millions of American 
policyholders. 
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THE CALIFORNIA FARM BUREAU EXCHANGE 


By JOSEPH G. KNAPP 


change, which was organized by 

the California Farm Bureau Fed- 
eration late in 1920, differed consider- 
ably from the other grain growers’ mar- 
keting associations. It commenced op- 
eration in order to secure economies 
both in selling growers’ commodities and 
in buying growers’ supplies, but later 
focused its attention on the marketing 
of grain. Since in California the barley 
and oats crops are as important as the 
wheat crop, the exchange did not con- 
fine itself to the marketing of one crop 
only, as have the state wheat pooling 
associations. 


Tea California Farm Bureau Ex- 


I. The Exchange Plan of Organization 


The organization of the exchange was 
based on a federation of county ex- 
changes, which were in turn directly 
responsible to grower members. The 
county exchanges were the administra- 
tive units in the plan, while the Cali- 
fornia Farm Bureau Exchange served 
the affiliated county exchanges as their 
purchasing and marketing agent. The 
county exchanges were directly respon- 
sible to grower members through direc- 
tors elected annually, while the central 
exchange was governed by a board of 
directors made up of a director from 
each county exchange.’ 

Two contracts were arranged to fa- 
cilitate the operation of the plan: the 
grower entered into a seven-year con- 
tract (which could be terminated by the 
grower any year during the month of 





* The California Farm Bureau Exchange is often 
referred to in this paper as the central or state 
exchange or simply the exchange. 


February) with the county exchange, 
and the county exchanges each entered 
into contracts (to terminate January 1, 
1928) with the California Farm Bureau 
Exchange. 

In the grower’s contract with the 
county exchange the county exchange 
agreed to receive and sell as the grow- 
er’s agent, and the grower agreed to 
deliver and sell through the county ex- 
change all of the grain grown by or for 
him. This contract further stated that 
the county exchange might exercise all 
of the marketing, grading, inspection, or 
other powers and rights granted to it 
by the grower through the California 
Farm Bureau Exchange, it being under- 
stood that the county exchange was a 
member of the California Farm Bureau 
Exchange and under contract to deliver 
all of the products handled by it to the 
California Farm Bureau Exchange for 
marketing. 

The contracts between the county ex- 
changes and the California Farm Bureau 
Exchange made the California Farm 
Bureau Exchange the agent of the 
county exchanges. The county ex- 
changes therein granted to the state ex- 
change ‘“‘the exclusive right to market, 
sell, store, and dispose of all or any 
part of the products handled by the 
county exchanges, in such manner as the 
state exchange might deem advisable, 
necessary, or expedient.’” 

These contracts, therefore, combined 
the state and county farm bureau ex- 
changes into one marketing agency, the 
California Farm Bureau Exchange. The 





*“Except for products to be marketed within 
the county for local consumption.” Such products 
were left to the discretion of the county exchange. 
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authority of the grower controlled the 
county exchange, and the California 
Farm Bureau Exchange was responsi- 
ble to the county exchanges, the agents 
of the growers. 


The Original Sales Plan 


The original sales plan of the ex- 
change gave members an option in 
methods of marketing. The member 
had the privilege of pooling his crop 
with other growers in the county unit, 
or he could retain for himself the privi- 
lege of selling by direct order or con- 
signment. 


A. Tue PooLtinc MetuHop. The 
parts played respectively by the county 
and state exchanges in the pooling plan 
were as follows: The county exchange 
pooled the products of the grower with 
the products of a like variety and grade 
delivered by other growers in contracts 
generally similar. The county exchange 
delivered the grain to the central ex- 
change which sold it and then delivered 
the proceeds to the county exchange. 

The county exchange deducted from 
pool proceeds, costs of transportation, 
handling, insurance, processing, manu- 
facturing, selling, storing, and market- 
ing, together with costs of maintaining 
the exchange and also of creating re- 
serves for advertising and other com- 
mercial purposes. The state exchange 
was authorized by the county exchanges 
to pay on their individual account all 
actual costs that should equitably be 
charged against the individual county 
exchange for products marketed or sold, 
and to deduct and retain the cost of 
maintaining the state exchange, and suit- 
able reserves. 

More concisely, although the county 
exchange only was directly authorized 
by the growers to deduct costs, by vir- 


tue of the contract between the county 
and state exchanges, the California 
Farm Bureau Exchange assumed power 
to make these deductions in the course 
of its administration of pool marketing 
operations. 


B. THE DiREcT-ORDER AND Coy. 
SIGNMENT METHOD. The grower could 
sell the grain upon direct order or as 
a consignment at the current market 
price by arranging in his contract with 
the county exchange.*® The grain was 
then sold by the county exchange only 
upon written instructions issued by the 
grower, in accordance with provisions 
that stipulated that growers should have 
the right at any time to dispose of their 
grain through any channels they might 
determine upon, by giving the buyer a 
written order on the exchange and by 
sending to the exchange at its principal 
office by registered mail a duplicate copy 
of such order, within 48 hours after the 
order had been given to the buyer. 

Under the direct sales plan the county 
exchange made out all bills and collected 
the proceeds for the account of the 
grower, which were in turn paid over 
to the grower after all costs of freight, 
cartage, loading, cleaning, warehousing, 
insurance, and any other costs incurred 
on account of the grain, plus all charges 
for maintaining the exchange and of 
creating reserves had been deducted. 


II. The Marketing Experience of the 
California Farm Bureau Exchange 


Although the operations of the ex- 
change during its entire existence may 
be considered to a large extent experi- 
mental, three fairly distinct periods in 
its history may be noted. For conveni- 





*Or he could modify his contract to that effect 
by notifying the exchange prior to March 31 of 
any year covered by the contract. 
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ence, these periods may be called the 
“formative,” the “static,” and the “dis- 
ive. 

niThe formative period continued from 
the date of organization to approxi- 
mately September, 1922, after the re- 
organization program of early 1922 had 
heen found successful. The static period 
extends through the crop years of 1922 
and 1923. The disruptive period fol- 
lowed the marketing of the 1923 crop 
and extended to April, 1925, when the 
exchange formally ceased operations. 


A. Tue Formative Periop. As 
the California Farm Bureau Exchange 
was inadequately prepared to start 
immediate operations, a considerable 
deficit was incurred before the organ- 
ization got well under way. The deficit 
was partly accounted for by the opera- 
tion of the buying department and by 
the general cost of organization, but 
part of it was also due to the business 
operations of the grain department. 

The exchange management, for ex- 
ample, had found it convenient to enter 
into exclusive agency contracts with a 
certain grain company, whereby the ex- 
change committed itself to deliver a cer- 
tain volume of grain. When the ex- 
change was unable to fill the commit- 
ments “at prices at which these com- 
mitments were made,” it was necessary 
to make an adjustment which amounted 
to $1,000. 

Another part of the deficit was at- 
tributable to the personal actions of one 
of the county exchange managers who 
had drawn up contracts with growers, 
promising that the county exchange 
would pay a fixed price for grain, high- 
er than the price ultimately realized. 





“The loss to the exchange from this cause was 
approximately $5,037. A motion was brought for- 
ward to remove the possibility of further difficul- 
ties of this nature by forbidding any county ex- 
change to take any action that would reflect on 


Furthermore, he had persuaded the 
county exchange manager of an adjoin- 
ing county to allow the growers in his 
county to sign the contract. Many of 
the growers in the second county be- 
lieved that they had entered into a con- 
tract with the California Farm Bureau 
Exchange, not merely with a county ex- 
change in an adjoining county. The 
board of directors of the California 
Farm Bureau Exchange voted to assume 
the difference between the fixed price 
and the market price in the case of the 
growers of the second county, but in the 
case of the growers who had signed for 
the fixed price with their own county 
exchange the central exchange refused 
to accept responsibility.‘ 

Considering the deficit which faced 
the exchange at the end of a year of 
operation, the board of directors so 
despaired of the success of the exchange 
on its existing lines that they appointed 
a reorganization committee to devise 
means of placing the exchange on a 
profitable basis. This committee 
brought in a report in favor of the fol- 
lowing measures, (February, 1922) : 


1. That the exchange enter into a contract 
with an exporter in order to enable sales to 
be made direct to point of ultimate demand. 

2. That the exchange employ a competent 
grain man to handle all grain locally. 

3. That the exchange secure a larger volume 
of grain to be handled through a campaign to 
increase the number of grower members. 

4. That the exchange make financial ar- 
rangements in order that advances could be 
made to the farmer on the delivery of his 
grain (warehouse receipts). 


These measures were accepted by the 
directors and immediately put into op- 
eration for the handling of the 1922 





the activities of the central exchange. No action 
was taken, as this proposal conflicted with the 
growers’ contract, under which the county exchange 
is set forth as the agent of the grower only, not 
of the central exchange. 
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crop. A contract was made with George 
Wills and Sons, Limited, a leading grain 
firm in England, to handle exclusively 
the grain of the exchange in the United 
Kingdom and on the Continent of 
Europe. A well-known grain man was 
engaged to manage the grain depart- 
ment; and an intensive organization 
campaign among growers secured con- 
trol for the exchange of over 50,000 
tons of grain through growers’ con- 
tracts.° This success, in turn, estab- 
lished trade confidence, making possible 
an agreement with the Mercantile Trust 
Company, of San Francisco, under 
which the exchange secured a credit 
guaranty that advances would be granted 
on the security of the warehouse receipts 
delivered to the exchange by the 
growers.° 

The success of the measures was soon 
apparent. “Six months ago,” the man- 
ager of the exchange reported to the 
board of directors on October 4, 1922, 
“we had no tangible assets, and 1921 
operations had caused considerable loss 
and much dissatisfaction." Today we 
have large tangible assets; we have 
demonstrated our ability to serve the 
farmers, and the mere fact that we have 
been in the field and given service has 
increased the income to the grain farm- 
ers of the state by making the buyers 
throughout the entire state pay more 





* The exchange also followed opportunistic tactics 
in its endeavor to build up a volume of grain to be 
marketed. For example, in March, 1922, the 
directors enacted a by-law which gave the ex- 
change power “where economic factors justify, to 
enter into individual growers’ agreements and 
crop contracts.” This was clearly a bid to secure 
the patronage of certain large growers who were 
willing to market through the exchange, although 
they were unwilling to accept the responsibility of 
the regular growers’ contract. Alex Johnson, sec- 
retary of the exchange, commenting later upon this 
move, stigmatized it as “bad business” because 
large growers who found that they could secure 
exchange privileges while staying outside of the 
exchange, never actively came into the exchange. 


nearly the market price than they haye 
ever done before.” 


B. Tue STaTic PERIOD, 1922 anp 
1923 Crop YEARS. The exchange was 
now established as a going grain mar. 
keting concern. Financial arrangements 
were ample to handle a large volume of 
grain on the security of growers’ con. 
tracts, and growers had confidence in 
the marketing ability of the manage. 
ment. This condition existed for two 
crop years, 1922 and 1923. 

1. The marketing of the 1922 crop. 
The 82,009 tons of grain delivered to 
the exchange in 1922 were marketed in 
accordance with the dual plan which al- 
lowed the grower an option of selling 
by direct order, on consignment, or 
through the county pool. All of the 
methods were freely used; but the major 
portion of the grain was sold either by 
direct order or by consignment.* 

County pool grain was received by 
the state exchange through the county 
exchange in the following way: The 
grower delivered the warehouse receipt 
for his grain to the county exchange 
manager, and the county exchange man- 
ager thereupon delivered the warehouse 
receipt to the office of the state ex- 
change.® The exchange then advanced 
60% of the market value of the grain, 
through the county exchange, to the 





* This was fixed at $5,000,000 but later was re- 
duced to $3,000,000. 


*On April 1, 1922, the books showed a net deficit 
of $16,766.77. “The exchange was bankrupt and 
ready to go out of business.” (Exchange Minutes.) 


*The amount of grain sold through the county 
pool was less than 20% of the total. 


* The sales office was in San Francisco. A branch 
office in Los Angeles was operated under an ar- 
rangement with the Taylor Milling Company under 
which the exchange paid the Taylor Milling Com- 
pany 25 cents per ton for the services of Mr. 
Thompson of that firm, and for space in the office 
for an exchange accountant. 
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grower.”° This advance was financed by 
a three-million-dollar secured accept- 
ance credit arrangement which secured 
the use of a fund of three million dollars 
for a period of three months, the period 
expiring September 30.” 

The exchange sold the grain to the 
best of its ability to feed buyers, millers, 
and grain dealers or through its export- 
ing arrangement with George Wills and 
Sons, Limited. 

The balance due the grower was 
scattered in payments throughout the 
crop year, as the crop was sold. The 
final payment was the residual amount 
left after the cost of selling all of the 
grain from each county exchange had 
been deducted from the proceeds of all 
grain delivered by that county exchange, 
prorated among the growers according 
to the variety and grade of their grain. 

Payments were made on the basis of 
grades. Wheat was graded as hard and 
soft, while barley was graded B for 
best, C for choice, and D for dark. 
Hard wheat was paid an arbitrary 5 
cents per hundred pounds more than 
soft, while grade D barley was settled 
for on the basic price, with an arbitrary 
5 cents per hundred pounds added for 
grade C and an arbitrary 10 cents added 
for grade B. 

Data which might be used to state 
exactly how much the grower in respec- 
tive counties secured for his pooled 
grain are not available, although the 
audit of the books of the exchange for 
the 1922 crop provides a statement of 
the state pool price, with all deliveries 





* Advances were sent to grower, in care of county 
exchange manager. All bookkeeping was done 
through the state exchange office. 


“This fund could be drawn upon to a certain 
percentage of the market value of the warehouse 
receipt. The exchange paid a rate of 6% ac- 
ceptances on all money thus borrowed, plus one- 


brought to a sacked f.o.b. San Fran- 
cisco basis :”” 








Pounds Basis of Settlement 


Hard wheat ...... 8,309,166 $1,9447 per cwt. 
Soft wheat ....... 10,234,839 1.8947 per cwt. 
i ek i ree $365,644.08 
eo ae 10,130.89 

Total value to distribute to grow- 
C8 bc nscanecdenessacetemoute $355,513.19 


Variety 








Pooled Chevalier barley prices, after 
screenings had been eliminated and the 
grain placed on a sacked f.o.b. San 
Francisco basis, were as follows: 











Grade Pounds Basis of Settlement 
i adeeehecdaonen 1,194,981 $1.9862 per cwt. 
 rikcsdeaactved 2,689,617 1.9362 per cwt. 
DP din gs Seiad 678,841 1.8862 per cwt. 

Total vale 66 DOR. ..<6665 ic csacuea $98,752.13 

Less charges of pool ............... 8,132.47 
Total value to distribute to grow- 
OUD 5 can Cais ditcssccsucaeeee $90,619.66 





It has already been pointed out that a 
large proportion of the grain handled 
was sold for the grower on the direct- 
order or consignment method. Selling 
on this plan differed little from the 
method of selling through established 
grain firms. 

The grower, through his county ex- 
change, shipped his grain to the central 
exchange and left it to the trading ability 
of the latter to secure for him a fair 
market price. In return, the central ex- 
change, in accordance with the terms of 
the Growers’ Agreement, deducted $1 a 
ton as a charge for selling, plus the 
charges incurred for transportation and 
other costs directly chargeable to the 





quarter of 1% commission on the unused balance 
of the loan. 


™ The average pool price to the grower differed 
considerably for the different counties, depending 
upon the pool charges assessed that county. Figures 
for the 1923 county pools, p. 10, Table III, show 
this, 
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grain, and returned the proceeds to the 
grower.”* 

Under the direct-order method of 
sale, the grower retained control of his 
grain throughout the sale, in accordance 
with the terms of the Growers’ Contract 
which held that the growers “shall have 
the right at any time to dispose of their 
grain through any channels they may 
determine upon.” The grower listed 
the grain with the county exchange at 
a fixed price or allowed the exchange to 
sell it, subject to his confirmation. In 
general, direct-order sales were made 
through the manager of the county ex- 
change of which the grower was a mem- 
ber. The state exchange commission 
charge on direct-order selling was $1 a 
ton plus direct costs, as in the case of 
consignment sales. 

2. The 1923 crop. Early in 1923 
considerable agitation arose for a re- 
vision of the sales plan. Leaders in the 
exchange began to stress ‘‘orderly mar- 
keting’’ as the aim of the exchange, and 
they believed that “orderly marketing” 
could be secured only through the 100% 
pool plan. Altogether the pool plan had 
not proved a success in 1922, but it was 
thought that this was due to the fact 
that the bulk of the tonnage had been 
sold outside of the pool.** Alex John- 
son, secretary of the exchange, brought 
this sentiment to the attention of the 
directors in his January 3, 1923, report: 





“The county exchanges financed themselves out 
of a charge of 50 cents a ton which was deducted 
from the $1 a ton charge of the state exchange. 


“The sales manager of the grain department in 
referring to the success of the 1922 wheat pool had 
said: “In fact, we would not be surprised to dis- 
cover by the end of our crop year that the per- 
centage handled under the pool plan will dwindle 
to 20% or possibly 15% of our season’s turnover. 
This condition, therefore, has created a situation 
which has worked very much to the disadvantage 
of our members who selected the pool plan, for 
the reavon that the percentage we have had to 
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“We would suggest the adoption of a 
pooling contract only, as being the only 
truly cooperative contract and the only 
contract under which we can justify our 
existence.’ In the discussion that fol. 
lowed, the motion was made and carried 
“that the county pooling plan be ap. 
proved in principle, and that our present 
contract be changed to make this possi- 
ble, and that the necessary plans be pre. 
pared to put this plan in operation when 
approved by all directors.” 

In sympathy with the spirit of this 
motion, Mr. Johnson in his monthly re. 
port to the directors, April, 1923, again 
brought this question forward. He 
stated: “Our campaign has been built 
around the term ‘orderly marketing, 
and we should attempt to define this 
term for our guidance. For instance, 
if we control, say, 20% of the wheat in 
the state, shall we commence selling in 
equal allotments during the months the 
unorganized farmers are dumping their 
crop on market, or hold a month or 
two? .. There are many angles 
to merchandising grain, and we submit 
that it is time we commenced considera- 
tion of same with a view to defining a 
policy.” 

The discussion of the matter was set 
for the directors’ meeting of May 9, 
in order to allow an investigation of 
the need for orderly marketing. At 
that time a policy for securing the 





offer on the recent high market has been small and 
not in relation to our manner of sales in the three 
months previous. In fact, it would appear... . 
that 6,800 tons were sold during July, August, 
September, and October, or at an average of 1,700 
tons per month, and the same for November, but 
our pool now being exhausted, prevents our fol- 
lowing this same process of orderly marketing, 
while had our original estimate of a possible 50% 
materialized, this same average sale of 1,700 tons 
per month could have been continued for the next 
five months, in which event a fair average would 
undoubtedly have developed.” 
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orderly marketing of California grains 
was submitted :”° 


Inasmuch as the California crop of wheat 
comes on the market several months before any 
new crop of wheat comes into competition 
with it, we might expect in many years a 
favorable market during the early months 
of the crop year. For this reason it is im- 
perative that the exchange know absolutely 
what tonnage will be in the wheat pool so 
that a fair proportion agreed upon will be 
sold during the months of June to August. 
We would recommend an orderly marketing 
program on wheat covering about equal pro- 
portions in each month of the year. 

With the barley crop we would suggest 
that the barley held in the county for local 
consumption be marketed at about the rate 
of 10% per month, because most of the feed 
dealers like to have some bought ahead, and 
that would give them at most only a two 
months’ carryover. The problem of export- 
able surplus is not quite so simple. The 
strongest export demand usually occurs be- 
tween the months of July and November. 
For this reason it might be advisable in some 
seasons to sell as high as 20% of the export- 
able surplus a month for several months. This 
would have to be governed by such marketing 
information as we are able to secure. 


The directors discussed the matter 
and then passed the following motions 
to bring about strictly orderly market- 
ing. 


That we recommend to the counties that 
the wheat pools be sold on a basis of 10% 
per month throughout the year as nearly as 
practicable, without forcing the market. 

That the shipping barley be gotten out of 
the country as soon as practicable, leaving 
only the necessary supply for home consump- 
tion, and that the barley for home consump- 
tion be sold in an orderly manner during 
each month in such manner as not to break 
the existing market. 


The orderly marketing plan was 
financed through an agreement with the 





* By Alex Johnson. 


“The exchange secured a new credit at the ex- 
piration of the old. 


United Bank and Trust Company in 
June, 1923, whereby the exchange was 
granted an acceptance credit of one mil- 
lion dollars.“ The terms of this agree- 
ment are important since they tended to 
regulate and standardize the operating 
procedure of the exchange. The im- 
portant provisions were as follows: 


1. The credit shall not exceed at any one 
time the total aggregate amount of one million 
dollars, ($1,000,000). 

2. Credits extended shall be availed of 
by drafts of the exchange at not to exceed 90 
days after date. 

3. When each draft is presented for ac- 
ceptance hereunder, there shall simultaneously 
be delivered to the bank, as security for pay- 
ment thereof and of all other drafts hereunder, 
the following: 

Negotiable warehouse receipts in- 
dorsed in blank and by the exchange. 

. evidencing the storage of grain in 
duly licensed, regular independent ware- 
houses in California. . . . 

Certificates of such recognized and ac- 
credited officials, certifying to the grade, 
quality, quantity, and weight of the grain 
thereby represented. 

Policies of insurance of companies sat- 
isfactory to the bank, insuring said grain 
to the full value thereof, losses, if any, 
payable to the bank. 

4. Each draft at the time of acceptance 
shall be so secured that the face thereof shall 
not be more than sixty per cent (60%) of 
the market value of the grain represented by 
said documents. (Market value as used here- 
in shall mean the average San Francisco mar- 
ket price for said grain over the previous sixty 
(60) days, or the market price at the time, 
whichever is less, less the cost of transpurta- 
tion of the grain from the place where it is 
located to San Francisco or Los Angeles, 
whichever is less distant.) 

5. All grain represented by warehouse 
receipts deposited with the bank may be sold 
by the exchange ia the following manner: 
Upon the request of the exchange the bank 
shall give shipping directions to the ware- 
house, and shall forward the warehouse 
receipts through banking channels under such 
arrangements as shall provide for the pay- 
ment to the bank of the full amount of the 
sale price of the grain or for the delivery to it 





i ass Sate 


Ay 
lig 








452 HARVARD BUSINESS REVIEW 


of order bills of lading or terminal warehouse 
receipts, which in turn shall be released only 
on payment to the bank of the full sale price. 
The money so received shall be held by the 
bank to be applied to the payment of the 
drafts secured by the grain so delivered and 
the balance shall be credited and deposited 
to the account of the exchange.’” 

6. When any payment shall be made to the 
bank, of, or on account of, any obligation 
secured hereunder, the exchange may with- 
draw warehouse receipts to an amount equal 
to such payment, provided always that no 
withdrawal shall be permitted which may im- 
pair the margin hereunder. 

7. The exchange agrees that this credit 
will not be used for the purpose of speculat- 
ing nor obtaining a fixed market price nor 
for the manipulation of the market, but that 
sales and shipments of grain will be made in 
the ordinary course of trade. 

8. Drafts drawn and accepted hereunder 
shall be discounted by the bank at the buying 
rate in San Francisco for bankers’ accep- 
tances. The exchange agrees to pay the bank 
for its services one-eighth (1/8) of 1% of 
the amount of each acceptance for every 30 
days of the life of the acceptance. 

g. All grain furnished as security here- 
under must be obtained by the exchange from 
growers pursuant to contracts between said 
growers and the County Farm Bureau Ex- 
changes, and must not be obtained elsewhere 
or otherwise by purchase by the exchange. 


There were 130,233 tons of grain 
delivered to the exchange, and most of 
it was sold on the pool basis.* The 
management endeavored to administer 
the pools in accordance with the “or- 





* Not practical in operation on account of incon- 
venience and cost to both parties. 


* A small percentage, possibly 10%, of the grain 
was sold by the direct-order method, although the 
exchange favored pooling. The state exchange could 
not compel pooling from growers who had signed 
old contracts which gave the grower the option 
of sales method. 


* In a letter to the author, Mr. Johnson, secretary 
of the exchange, commented on the success of this 
plan as follows: “The allotments were observed, 
but the estimated amount in each pool was often 
wild, due to lack of care on the part of county 
managers in estimating crops, or negligence in 
securing information as to amounts to be held for 


derly marketing” plan, by preparing a 
budget each month of the amount of 
each variety of grain to be sold during 
the month, and by checking the actual 
sales against this amount.’® 

The grain was sold through the San 
Francisco or Los Angeles sales offices 
to millers, feed dealers, and brokers,” 
Contrary to the belief of many that 
much grain could be marketed to ad- 
vantage locally, little grain was dis. 
posed of in this way. A large amount 
of the barley was sold in European 
countries through its agents—over 12,- 
316 tons in 1923. 

In handling an export barley trans- 
action, the exchange would cable its 
agent in London for a bid on certain 
types of barley, samples of which were 
on display there. Upon receipt of a 
bid, the exchange would cable: “Offer 
you firm: tons, type , at 
minimum price.” The agent guaranteed 
all collections, and the exchange drew 
90% of the minimum price on the date 
of shipment. In some cases the grain 
was shipped without a bid, and the 
price determined later.** Interest was 
paid on all balances due the California 
Farm Bureau Exchange, which were 
held in London. 

3. Cost of selling 1923 grain through 
the county pools. The cost of handling 
the 1923 crop through the county pools 











seed or feed. Each month we prepared a chart 
showing estimated amount in pool and monthly 
sales quota. We also posted the chart daily from 
sales records as a check against the allotment” 
(June, 1925). 

The exchange had established a branch office 
in Los Angeles, and severed relations with the 
Taylor Milling Company, which had formerly 
handled the business of the exchange in Los 
Angeles, early in the 1923 season. The old arrange- 
ment had caused the Los Angeles grain trade to 
feel that the Taylor Milling Company had a pref- 
erence in dealing, caused by this “brother-in-law 
arrangement.” 


™ Over 2,611 tons were so disposed of in 1923. 
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Taste I. FresicHt, AND ALL OTHER 
CHaRGES ON Poot WHEAT, FoR EacuH 
Do.tiar oF Gross SALE 











Freight Other Total 

County Charges Charges Charges 

i err 15.62% 8.08% 21.70% 
MaGtOB« «0 - o0.0.0:008 6.71 .09 » 
San Luis Obispo....| 10.01 3 18.35 
Monterey.......-- 10.04 8.3 18.40 
Imperial.........--] 2.20 9.50 20.70 
Sacramento.......- 5.80 7.35 13.15 
PRAOE . 0 0 oc ceceenis 7.06 9.19 16.25 














varied for the respective counties, 
mainly in cost of transportation. This 
is shown by Table I, which compares 
for seven representative county ex- 
changes the percentage which freight 
and all other charges are to gross 
sales.” 

The wheat pool charges other than 
for transportation were divided as 
shown in Table II for seven exchanges. 

In Table II, interest, exchange 





“Computed from state exchange reports to county 
exchanges. 

* At the time the above pool statement was made, 
the following’ percentage of gross sales was with- 
held for the separate counties, pending claims and 


adjustments: 
ear 1.315 Monterey .... 1.362 
Madera ...... 1.385 Imperial ..... 1.325 
San Luis Sacramento ... 1.325 
Obispo .... 1.308 | ore 1.356 


These reserves were later charged to pool costs. 


453 


charges, and reserve are approximately 
equal in importance for each county, 
due to the manner in which these 
charges were assessed counties uni- 
formly on a basis of tonnage or gross 
sales. Other charges, which were im- 
portant in certain counties, were insig- 
nificant or absent in other counties, such 
as the charge for cleaning of 2.05% of 
sales in Placer County, or the recondi- 
tioning charge of .32% of sales in 
Imperial County.” 

The average price to the grower per 
hundred pounds has been computed for 
the above counties in Table III by divid- 
ing the total payments to the grower by 
the number of pounds delivered by the 
grower. These figures do not corre- 
spond to the actual payments made to 
the grower, as hard wheat was paid an 
arbitrary 3% cents over soft wheat, and 
sacked grain received a premium of 5 
cents over grain in bulk.* 





“The percentage vf soft wheat in the pools was: 


MN 6555400 57.39 Monterey .... 45.31 
Madera ...... 79.78 Imperial ..... 12.58 
San Luis Sacramento ... 48.93 

Obispo .... 27.46 eee 93.24 


The percentage of bulk to sack grain varied with 
the counties. Bulk grain was common in Placer, 
Stanislaus, and Monterey counties. 

















Taste I]. Wueat Poot CuHarces OTHER THAN FOR TRANSPORTATION FOR 
Eacu Do var oF Gross SALES* 
Charges Kings Madera | San Luis | Monterey; Imperial | Sacra- Placer 
Obispo mento 
pry oa ia Paseo g We Bains Rhee 1.96% | 3.20% | 3.08% | 2.94% | 3.06% | 2.14% | 2.18% 
ID. 6s sibs tesevinneege scheint pe MES Sar 2 see Pr re? See 
WII cris b in stead: s+ cancels -39 .I9 Ye eae .19 13 39 
| roe ree,. .10 13 ME. bevdscave 11 . ie reer 
POMcks Suet Wks bso teak eres cone -30 EO Was cc cade Cer ake do48 Fen Se Bee 
Meee ecindis'ns cahntasete ode Po NG: REE eae Sewer P ie Bik asy aul, aia ie 
WOMB ass ihe naebien css knitbiksa tear 24 $3 36 33 ma 19 Io 
SOOM 13x MAKER Rinse deldesesey 3 . te” “Eline sews’ 68 yg eee 
Cok vcicetree das tedesc een 93 95 94 94 .9e . 86 .82 
RE os Daa Ee y= a: 2.71 2.80 2.66 2.75 2.53 2.76 2.72 
ee een eer! CNeee. Sa eae gen ns Sk Aantal 2.05 
ee ER EER eT: RANE TE RR He BR Neve sce sakenannecs 
PI duictas nie vakadae dseeeeaeted 79 8 .82 .82 79 .87 84 
SEAN. 2. Saws ccnnades bhodelh sunenes r" 04 .68 Sd AER ee 09 
FeO, ong Ss eee 8.08% | 9.09% | 8.34% | 8.36% | 9.50% | 7 35% | 9.19% 


























*This table has been computed from state exchange reports to county exchanges. 
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Tase III. Torat Returns To Growers, 
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Pounps OF WHEAT DELIVERED BY 
GROWERS, AND GROWERS’ AVER- 
AGE RETURN PER 100 PouUNDS 
FOR SEVEN REPRESENTATIVE 

County WueEatT Poo.ts 








Number Average 
County Total of Pounds wd 100 
Returns Delivered ‘ounds 

to Growers by Return to 
Growers Growers 
ee $892,628 So,Bon.neg 1.4202 
Rs pas a sarein xd 152,517 10,845,906 1.4025 
San Luis Obispo 112,517 7,335+350 1.5339 
Monterey......... 55,054 3,730,671 1.4734 
 dchoouee 42,659 2,742,322 1.5555 
Sacramento 42,043 2,625,713 1.5593 
be sevccweneue 33,622 2,217,570 1.5161 














The same data for the county barley 
pools are given in Table III-A. The 
grower was paid for his grain according 
to 2%-cent grade differentials, and 5 
cents premium was paid for sacked 
grain.”° 

C. Tue DisrupTIve PERIOD, 1924 
Crop YEAR. The exchange throughout 
1922 and 1923 had attained consider- 
able success in marketing. Although 
there were, naturally enough, many 
farmers who were dissatisfied with the 
pool method of sale, there were many 
who considered the plan developed by 
the exchange a real advancement in Cal- 
ifornia grain marketing. In 1922 the 
exchange had marketed 82,009 tons of 
grain; in 1923, 130,233 tons;and in 1924 
an even greater tonnage was expected. 

A late and protracted drought, how- 
ever, destroyed the expectations for a 
large 1924 tonnage. Deliveries on the 
growers’ contracts outstanding would 
signers could not be expected to join 
be greatly reduced and new contract 
signers could not be expected to join 





* All of the Imperial County pool was handled 
as one grade. 

“The orderly marketing argument that pools can 
control the flow of grain to market, thus stabilizing 
prices, means little to individual growers as long 
as the market price is not depressed by a surplus, 
and as long as there is active competition among 


the pools to get a higher average price 
as long as the feeling was prevalent that 
grain dealers would pay high prices any- 
way, due to the scarcity. Appar. 
ently the exchange could offer little 
advantage. 

The prospect of operating with a 
small tonnage was a considerable blow 
since the economies of selling through 
the pool plan depended upon the abil- 
ity of the exchange to prorate its fixed 
and operating charges over a large ton- 
nage. The condition of the exchange 
as based upon the profit and loss state- 
ment of June 30, 1924, shows the seri- 
ousness of the situation faced by the 
exchange. The exchange charges attrib- 
utable to the grain department for 
operating during the 13 months, June 1, 
1923, to June 30, 1924, amounted to 
$70,942.50. With a prospective crop 
of 48,650 tons in 1924 it would be nec- 
essary (in order to operate without 
loss) to reduce the expenses of the ex- 
change to $24,325.00.” 


Tas_e III-A. Torat Returns To Growers, 
PouNnps oF BarLey DELIVERED BY 
GROWERS, AND THE GROWERS’ 
AVERAGE RETURN PER 100 
Pounps, By County Poo.s 





Total Number Average 
County Returns to | of Pounds | per roo lbs. 
Grower Delivered | Return to 
by Grower Grower 





re $255,014 18,986,854 1.1898 
SOUAMO...........- 119,206 | 10,249,442 1.1630 
San Joaquin....... 114,090 9,539.905 1.1959 
I: Sean © 69.6.0 91,929 7,475,204 1.2297 
Monterey......... 72,039 5,978,762 1.2049 
Contra Costa...... 59,033 4,819,724 1.2248 
RG AE 34,267 2,953,267 1.1603 














When it became apparent that the 
exchange would become insolvent un- 





buyers. Under such conditions the grower is indi- 
vidualistic enough to want to make his own sale. 

™ On May 9, 1924, it was estimated by the direc- 
tors that the tonnage to be delivered to the ex- 
change would amount to 48,650 tons. Acreage, 
260,288 signed up, against the estimated planted 
acreage of the state statistician of 1,312,000, or 20%. 
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Grain OPERATIONS OF CALIFORNIA FARM 
BurEAU EXCHANGE* 
Profit AND Loss STATEMENT, JUNE 1, 1923, TO 
JUNE 30, 1924 








INCOME 


Exchange (50 cents per ton) . .$65,433.96 
Interest ....cccccesececsesss 4442.75 
Discount .......ccecscseves 16.56 
[MSUPOMCE 2.2. ccceccccsccons 953.58 
Inspection .....+..++.eseeees 81.85 
Total Rem «<.c0csntenceocnsendan $70,928.70 
EXPENSES 
Salaries—Administrative ....$10,207.78 
Salaries—Office ........... - 30,853.08 
Auto Expense ........-ee00+ 365.71 
Cables ...ossaseueccmebeetens 422.33 
Cartage ....cecsecccsecsers -50 
Deposit Forfeited ........... 200.00 
DonstheG 60sc5< sins taapenes 34.50 
Exch@M@e 6 ccccisccewu cece 110.65 
Grain Campaign, 1923...... 5,492.48 
Grain Campaign, 1924...... 1,990.81 
[neurGGt  <s00 sseeandeena sia 119.77 
Losses, Los Angeles Board... 775.15 
Office Expenses ...........+ 1,027.52 
Professional Services ....... 1,617.64 
Rett os nccbsvenekssnseenane 3,125.00 
Samples Expense...........- 134.29 
Services (Taylor Mlg. Co.).. 386.80 
Stamps ..nccccccccsccdovess 1,020.19 
Stationery and Printing..... 1,118.01 
SubsertN v.ccnvecceonescs 176.00 
Taxes and Licenses ......... 136.31 
eC eer Perrr errr 717.34 
TelepRORe ocr cictecnspeces 2,994.68 
TIQVG, 4.03 biapdeua sucess 1,477.02 
MicceHORGOUE 6.0 cbc ceccess 1,024.25 
Deprecimtae® «icc cdsbccrcces 626.08 
Salaries, July and August.. 730.00 
Bad AGQUMED: 65 ocd dsiccccces 4,059.06 
Total Bapemees 2.05 cccccccsevcsens $70,942.95 
Total DA... ccc abiees os sccasdes 70,928.70 
Net BOG 65 dnicactiddius<advsavee $ 14.25 





*From Report of Audit of C. A. DeHaas and Company, 
public accountants (July 18, 1924). Items of “Income” or 
“Expense” directly attributable to the buying department have 
been deducted. The general expenses of the organization have 
not been prorated between the buying and selling departments, 
but have been charged directly to the grain department. This 
liberty is taken as the buying department contributed but 
$2,711.20 of the total income of the exchange, of $73,639.90. 


less a more efficient means of operating 
could be found, two ways of meeting 


*This provision enlisted the support of the 
county managers in “putting over” the plan, since 
it would enable them to retain their jobs. 

*It was doubtful whether the exchange had the 
power legally to create a sales agency. Milton D. 
Sapiro, attorney for the exchange, stated that it was 
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the emergency were advocated. One 
group believed that the exchange should 
retrench and cut all expenses to a mini- 
mum, while the other urged that the 
exchange could succeed only if reorgan- 
ized on a commercial basis. 

Mr. Morgan, sales manager of the 
exchange, was the leader of the plan for 
reorganization. He proposed that the 
exchange create a stock corporation to 
be known as the Morgan Sales Agency, 
to act as the sales agent for the ex- 
change. The sales corporation would 
take over the county exchange managers 
as salesmen, and would finance itself 
through a commission charge for its 
services.”* 


The Question of Reorganization 


The proponents of the two factions 
argued their cases at the directors’ 
meeting of May 17, 1924. Director G. 
G. Hurt, of Monterey County, stated 
the case in favor of reorganizing under 
the sales agency plan.” 


You know the dissatisfaction that is created 
by the settlement of the pools. The way I 
look at it, it is a process of education. If 
this sales agency can exist on sales outside of 
the exchange, then and only then can we suc- 
ceed. If the pool idea is only successful for 
prosperous years, we had better abandon it. 
To my mind, the sales agency would permit 
the operation of your pools. If this thing can 
be put over and controlled by farmers, I 
am for it; I did not understand it was for the 
commercial interests of the town....I am for 
any plan that will correct our weaknesses all 
the way down the line. 


A. C. Hardison, president of the 
California Farm Bureau Federation, 
argued against the proposal: 





his opinion that the exchange did not have the 
right to delegate, to a sales agency, powers given 
the state exchange by growers covering the mar- 
keting of their grain; that if a grower desired to 
cancel his contract, he would have sufficient 
grounds for doing so. (Minutes of May 17, 1924.) 
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I see no reason why this exchange cannot 
accomplish the same end as would be accom- 
plished through the sales agency, and the 
farmer retain control of his organization. | 
have never seen nor heard of a cooperative 
organization that actually went into partner- 
ship with a commercial organization and made 
a success of it.... The two organizations are 
diametrically opposed to each other: they can- 
not sleep in the same bed. 


The entire question was submitied to 
a committee on plan of operation, which 
reported on May 24, in favor of: *° 


1. Maintaining the corporate existence of 
the exchange. 

2. Employing the sales manager on a com- 
mission basis, giving him the privilege 
of doing a general brokerage business 
on his own account. 

3. Releasing growers in all counties wish- 
ing to withdraw from delivery of the 
1924 crop. 

4. Giving county exchanges the privilege 
of forming a pool or withdrawing at 
their option. These county pools were 
to operate independently of state ex- 
change. 


This plan was adopted by a vote of 
seven to three, and in compliance with 
the provisions of the plan, no county 
withdrew from the exchange. 

The volume of grain marketed under 
the revised plan amounted to 10,546 
tons. 


The Revised Optional Sales Plan 


In August, 1924, a variation of the 
old optional sales plan was suggested 
as a means of regaining the strength of 
the exchange. The advocates of this 
plan reasoned: 


In order to be able to market California 
grain to advantage and secure its full value, 
it would be necessary to control, say, 65% of 
the crop, as we cannot establish a value and 
uphold it if most of the crop is to be sold 
independently without accurate knowledge of 
its true value. 


* George Mordecai, chairman. 


That, therefore, since a plan to control 
65% of the crop must be acceptable 
to all growers, “we would suggest a 
plan combining direct order sales and 
group pooling as desired.” 

This same group furthermore be- 
lieved that: 

“Steps are necessary to regulate offer. 
ings to demand,” that a weekly letter 
which would give the grower full mar- 
ket information would accomplish this 
result. Pooling for the entire crop was 
to be discarded because “we have to 
compete in a world market, and for 
that reason the manner in which we 
handle our crop, even if 100% under 
our control, cannot raise its value above 
competitive levels.” 

This plan thus included two “more or 
less” conflting theories. First, that it 
was necessary to give the grower a 
choice of methods as an inducement to 
join the exchange to secure the 65% 
control of crop which was considered 
necessary in order to maintain a fair 
price for the grain. Second, that the 
plan of control through a pool was in- 
adequate to maintain an orderly price, 
since the price was set in the world mar- 
ket, but that a fair price could be secured 
through a letter of market guidance, giv- 
ing the grower information which would 
enable him to market his crop advan- 
tageously in accordance with world 
conditions. 

The plan was, therefore, founded 
upon the supposition that its provisions 
would lead 65% of the growers to mar- 
ket in accordance with information to 
be disseminated by the exchange; and 
that each grower member would market 
according to world conditions after they 
were interpreted for him through the 
market letter. 

Since no immediate action was taken 
by the exchange, the plan was revised 
and again presented in November. As 
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then proposed, it offered a combination 
of direct order and county pool, under 
which the “grower or pool” would “at 
all times control his or its own minimum 
and time of offering.” The “market 
information” letter was an integral part 
of the plan. The provisions for selling 
were quite novel. “Pools or individual 
growers wishing to sell would give the 
exchange a written authorization by let- 
ter or telegram, ‘accompanied by the 
warehouse receipt or other evidence of 
ownership, which would state the mini- 
mum price and time and method of 
sale.’ The exchange, moreover, was to 
provide a new method of sale, known 
as the auction method.** Under this 
method the exchange would hold an 
auction at certain times. An offering 
sheet listing the grain to be auctioned 
would be sent to “grain dealers, millers, 
exporters, and other consumers of grain. 
Bids would be received direct, or by 
mail, by telegram or telephone.” The 
high bids would receive the lot, pro- 
vided that the bid was not below the 
minimum price put on the grain by the 
grower or pool. Thereupon the ex- 
change would notify the successful bid- 





"This plan was similar to the sales method of 
the California Rice Growers’ Association, which 
has had considerable success. 


”’ The committee on Adjustments of Accounts pro- 
vided, among other things, “that we set up the 
proper interest of each member in the assets of 
the California Farm Bureau Exchange as of March 
31, 1925, on a basis of revenue received from three 
sources, namely, exchange earnings, reserve paid, 


der and draw against him with ware- 
house receipt, or other notice of owner- 
ship attached to the draft. The grain 
could also be offered for sale, inde- 
pendently of the auction, if the grower 
preferred, on the San Francisco or Los 
Angeles boards of trade. 


Disincorporation 


The directors of the exchange decided 
to lay the proposed plan on the table 
until Secretary Johnson could question 
representative grain growers concerning 
its practicability. Support was not forth- 
coming, and the directors on February 
28, after three months of consideration, 
called a special meeting to decide 
whether the organization should con- 
tinue or be disincorporated, the odds 
being strongly in favor of disincorpora- 
tion. On March 27, the directors de- 
cided to close the exchange, and 
appointed two committees for that pur- 
pose, a committee on Adjustment of 
Accounts, and a committee on Closing 
Arrangements. The reports of the 
committees were adopted by the direc- 
tors on April 18, 1925.” 





and amount of deficit charged to each county less 
the amount distributed at the close of business 
March 4, 1925, in the proportion that the total 
amount received from each county bears to the 
total amount received from all counties.” The 
property value amounted to $11,030.73, consist- 
ing of furniture, fixtures, funds in bank, and so 
forth. The committee on Closing Arrangements 
provided care for the minute books and unfinished 
business while the exchange was dormant. 
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DEPARTMENT-STORE CONSOLIDATIONS' 


of urban conditions and came into 

existence during the latter half of 
the nineteenth century. Vital to the 
success of such a store is its location in 
a district which is easily accessible to 
the people of the community in which 
it is located. As the means of urban 
transportation have improved, in the 
same degree the number of potential 
customers of the department store has 
increased, 


Te department store is a product 


Competition in the Retail Trade 


The invasion of the retail field by 
the department store was made easy by 
the advantages which it possessed over 
the unit store. With its larger purchas- 
ing power the department store has 
been able to buy in large quantities, and 
therefore, more cheaply than its com- 
petitors. Because of its greater capi- 
tal, the department store has been able 
to take advantage of all cash discounts; 
it also has been able to carry more com- 
plete stocks of goods in all its depart- 
ments, whereas the small store, because 
of its inability financially to make as 
relatively large an investment in mer- 
chandise, may have lost sales as a 
result. Furthermore, because of the 
diversification of its risk, with some 
departments always making money, as 
well as because of its larger capital, the 
department store has been able in 
unprofitable years to support depart- 


“Adapted from a thesis by Henry N. Wyzanski, 
a student in the Harvard Graduate School of 
Business Administration, February 6, 1925. 


ments which would seriously impair 
the success of small stores. 

Because of its size, the department 
store has been able to enlist the services 
of the most capable executives in the 
retail field, while the small-store owner 
has been restricted in this respect. 
Finally, by housing many departments 
under one roof, the department store 
has afforded the consumer the conveni- 
ence of being able to shop for a variety 
of articles in one building. 

Fostered by the advantages which 
have just been cited, department stores 
have flourished in all metropolitan dis- 
tricts. Starting in each instance from 
small beginnings, they have built for 
themselves good-will of inestimable 
value. As a result of this growth, how- 
ever, and the fact that the volume of 
shopping trade in any one district is 
limited by the number of people who 
can gain ready access to the shopping 
area, the point of saturation to which 
this method of distribution is subject, 
has been reached in many localities. 
The Henry Siegel Company was opened 
in Boston in 1914 as a large store cov- 
ering a square block. It had no good- 
will attached to its name, as a conse- 
quence of which it failed in the same 
year. Its competitors were so firmly 
established that it was impossible for 
the newcomer to secure within a short 
time sufficient new shopping trade to 
support the venture. 

With the gradual increase in sales 
of those stores which have enjoyed 
success, the competition between these 
retailing establishments has become 
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very keen. At the present time, all 
large metropolitan districts have huge 
department stores, each possessing all 
the advantages peculiar to the depart- 
ment store as an institution, and each 
fighting fiercely to retain, under a 
keenly competitive regime, its position 
in the community in which it is located. 

The already acute situation has been 
aggravated by the rapid development 
during the past decade of the chain- 
store movement and by the activity of 
the mail-order companies. The basic 
advantages which the chain stores 
possess are so great that they have 
made astounding strides. The buyers 
for a chain of stores have been able to 
buy as closely and as intelligently as 
jobbers themselves. They have stand- 
ardized their equipment, layout, meth- 
ods of merchandise display, accounting 
control, and personnel policies. The 
detailed management of the stores is 
centralized in the main office under the 
direction of highly paid officials, while 
salesmen in the stores themselves have 
been relegated to the position of 
cashiers. While these chains have made 
their greatest headway in the sale of 
convenience goods, they compete 
strongly for the specialty trade, and— 
in direct competition with the depart- 
ment stores—for the shopping-goods 
trade. 

Another element of competition has 
been the large mail-order house. While 
this type of distributor sells some con- 
venience and specialty goods, its volume 
centers for the most part upon shop- 
ping goods. It, too, has been the pos- 
sessor of enormous purchasing power, 
which has enabled it to buy in large 
quantities and at low prices. In spite 
of high distribution costs, it has been 
able to sell its merchandise at relatively 
low prices. Sales, made in large part 


to people in small towns and rural pevelopments in Retailing.” 
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communities, have been steadily increas. 
ing. As transportation facilities jm. 
prove and department stores reach out 
for trade farther and farther into 
suburban districts, the competition of 
the mail-order company becomes an 
increasingly difficult problem. 

In addition, there are the many 
small shops which definitely compete 
with the department store for the same 
trade; because of their smaller unit size 
they have been able to render the cus. 
tomer better personal service than the 
department stores, with the result that 
the latter have suffered.’ 

It should be apparent from this dis- 
cussion that because the volume of 
shopping trade in any one community 
is limited; because of the existence of 
chain stores, mail-order houses, and 
small shops; and because of the rivalry 
between the large department stores 
themselves, competition in the retail 
field at the present time is very severe. 
An individual department store must be 
ready to adopt the most progressive 
ideas if it is merely to hold its own in 
the procession, and it must be willing 
to face difficult problems if it attempts 
a considerable expansion. 


Extension of the Department Store's 
Activities 


In the face of such competition as 
that which confronts it, the department 
store must devise means whereby it can 
so extend its activities as to maintain 
and improve its present position in the 
retail field. Various methods of expan- 
sion have been contemplated and, in 
many cases, tried. 





7A more detailed discussion of the advantages 
and disadvantages pertaining to departm=nt stores 
will be found in an article by Paul M. Mazur, 
Harvarp Business Review, July, 1924, “Future 





















































Some few stores have seriously con- 
sidered the feasibility of the addition of 
mail-order departments in an endeavor 
to increase their sales. They have ex- 
pected to gain the patronage of people 
in the suburbs who commute but rarely 
to the city. Such a policy lacks a sound 
economic basis; the department store 
sells style merchandise upon which it 
endeavors to gain a quick rate of stock- 
turn, whereas the mail-order house, 
because of the fact that its catalog is 
expensive to print and to distribute, 
sells staple merchandise to be kept in 
stock throughout the life of the cata- 
log. It consequently can secure but a 
slow turn of its stocks. Stores that have 
endeavored to build up a mail-order 
business have been forced to carry 
separate stocks under different mer- 
chandise managers and organizations. 
In following this procedure they have 
met the competition of the mail-order 
houses in a field in which the latter is 
especially qualified and adapted. Their 
wider experience and better methods 
cannot fail to react unfavorably upon 
the department store carrying such a de- 
partment. At best, the mail-order busi- 
ness is a hazardous one for the depart- 
ment store. 

Another method of expansion is that 
of development and enlargement upon 
the present site of the store. This type 
of development usually entails the addi- 
tion of more floors to the existing 
building or the replacement of the old 
structure by a taller one more adapted 
to the growing needs of the store. 
Increasing the amount of floor space 
by extending the store over a larger 
ground area is next to impossible, un- 
less it means the purchase and annexa- 
tion of an already established compet- 
ing organization. Costs of buying a 
store outright and the rents for urban 
sites suitable for department-store 
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operations are too exorbitant to permit 
expansion in this direction. It is fre- 
quently impossible to purchase or lease 
such property adjacent at any price. 
Furthermore, only convenience goods 
or those bordering on this type of mer- 
chandise have sufficient sales volume to 
pay for the high ground-floor rents; 
the department store cannot afford to 
expand too widely in this field where 
chain-store competition is the strongest. 
On the other hand, the possibilities 
of expanding by means of additional 
stories and taller buildings are limited. 
Many stores have already reached this 
limit. The higher the building, the 
greater the congestion of customers 
flowing in and out of the store and be- 
tween the various floors. The elevator 
service becomes severely overtaxed, 
with the result that some floors are 
unable to bear their share of the 
“load.” In other words, when a certain 
height is reached, the principle of 
diminishing returns begins to operate. 
It appears that there are distinct 
limits to the possibilities of expansion 
through the installation of mail-order 
departments and through the further 
development of present site. The ques- 
tion now arises as to the possibilities 
of expansion through the medium of 
vertical integration or of horizontal 
combinations with other organizations. 
Vertical combination, which involves 
the consolidation into a single corpora- 
tion of businesses engaged in various 
steps from the production of the raw 
material to the distribution of the final 
product among consumers, would neces- 
sitate the management of several 
manufacturing and wholesale businesses 
by a retail specialist. It is extremely 
doubtful if the result of such integra- 
tion would be successful. The example 
of Marshall Field and Company, in 
Chicago, which conducts a manufactur- 
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ing, a wholesale, and a retail business, 
is not representative of the class of 
stores herein being studied. Marshall 
Field and Company is an institution 
unique in itself, as are Wanamaker’s 
stores in Philadelphia and in New 
York. They are not comparable to the 
average large department store, since 
they have the advantage of catering to 
unusually large metropolitan popula- 
tions; policies which have proved suc- 
cessful when applied to them could not 
be successfully applied to the typical 
department store of the country. Hori- 
zontal combination remains as the only 
device which may accomplish the de- 
sired end. Horizontal combination 
involves the consolidation of several 
organizations engaged in the same type 
of business activity, generally organiza- 
tions which are widely scattered. 

Many stores have hitherto entered 
combinations for the purpose of group 
buying, both in the domestic and in the 
foreign markets. Such combinations 
are not restricted to financial consolida- 
tions. The stores concerned have no in- 
terest in common other than the advan- 
tages to be gained from the combined 
buying of merchandise. The Associated 
Merchandising Corporation is an ex- 
ample of such combination. It was 
formed to buy collectively for 16 non- 
competing stores, and included some of 
the best managed and largest in the 
country. In January, 1926, announce- 
ment was made of the organization of 
the Cavendish Trading Company by 7 
large department stores of the country, 
with combined annual sales of $125,- 
000,000." The purpose of this enter- 
prise is to promote research in the 
markets of the United States, to under- 
take combined buying at the original 
source of supply for the benefit of the 
member stores, and to promote better 





"Boston Transcript, January 12, 1926. 
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understanding between the retailers and 
the manufacturers. Because of the 
large amount of purchases made by 
this and like corporations, the jobber is 
eliminated to an even greater extent 
than has been the case when the depart. 
ment store has bought merchandise for 
itself only. 
Such buying combinations maintain 
offices in the buying market; they are 
in constant touch with manufacturers in 
all trades. Specialists in each line shop 
among the manufacturers and bring to 
the office merchandise samples, thus 
eliminating the necessity of individual 
store buyers scouting all the manufac- 
turers. Specialists also are in continu- 
ous contact with the trade and can 
thereby sense style trends more accu- 
rately than buyers from the unit stores, 
since these buyers are in the market but 
a relatively short time. 
Coincident with these advantages, 
buying combinations have been able to 
take the entire output of manufactur- 
ers; to facilitate and influence the pro- 
motion of individual styles and models. 
The style experts of the stores con- 
cerned apprize themselves of the style 
tendencies and, in consultation with 
manufacturers, determine the styles 
which the stores, as a group, will pro- 
mote during the coming season. The 
“Barbara Lee” dress, pushed by the 
group belonging to the Associated Mer- 
chandising Corporation, is a_ striking 
example of this sort of thing. 
An opportunity to develop exten- 
sively European markets, which the 
individual store cannot well afford to 
do, is afforded by such consolidations. 
In the last few years the large stores 
throughout the country have formed 
buying associations of some sort or an- 
other to do their foreign buying. Jor- 
dan Marsh Company, of Boston, does 
its foreign buying with the Associated 
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rs and Dry Goods Corporation; R. H. Macy 
f the and Company has several European 
ide by buying offices; Gimbel Brothers like- 
bber is wise has European offices; the Asso- 


ciated Merchandising Corporation has 
had buying offices in London and Paris 
for three years, and in Brussels for one 
year. The possibilities for tremendous 


extent 
lepart- 
ise for 


1intain savings through mass buying in Euro- 
ey are pean markets are astounding, and these 
rers in buying associations will prove of incal- 


culable value in the development and 
establishment of such markets. 
Despite the many advantages which 
the buying combination offers, the 
scheme does not always function as well 
ntinu- as might be desired. Since experience 
d can has shown that it is frequently difficult 
accu- to gain cooperation between the buyers 
tores, of a single store, the difficulties of 
et but securing uniform action from buyers of 
different stores, frequently located in 
tages, widely separated localities, become more 
ble to obvious. Even if agreement is secured 
actur- as to the purchase, when the time comes 
» pro- for actual acceptance the stores not in- 
odels. frequently cancel their commitments. 
con- Differences in the needs of the stores 
style account for some of the difficulty; 
with styles, for instance, are taken up in dif- 
styles ferent regions at different times. More- 
- pro- over, a system of cooperative buying 
The relegates former buyers of individual 
r the stores to a less influential position than 
Mer- they formerly held; the result is jealousy 
iking and a tendency to disparage the new 
organization. 
xten- Of a different kind and of a wider 
the scope is the cooperative organization 
‘d to which originated in 1916 for the inter- 
ions. change of information between the con- 


e shop 
ing to 
_ thus 
vidual 
nufac- 


tores stituent stores. This organization, 
med known as the Retail Research Associa- 
r an- tion, is composed for the most part of 
Jor- the same stores as make up the Asso- 
does ciated Merchandising Corporation. 
ited Through the interchange of their data 
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of all kinds, they are able to determine 
in what departments their costs are high 
in comparison with similar costs in sim- 
ilar stores. This, in and of itself, does 
not cut down expenses nor eradicate any 
evils, yet furnishes the basis on which 
improvements may be accomplished. 
Such dissemination of knowledge points 
out to each store the weak links in its 
chain of activity and indicates what 
departments need bolstering up. 

On January 1, 1925, there was 
formed the Associated Retailers of 
America, composed of nine department 
stores doing a combined annual business 
of $100,000,000, with the purpose of 
gaining the advantages for its con- 
stituent stores that are enjoyed by the 
members of the Associated Merchan- 
dising Corporation and the Retail Re- 
search Association. At the time of its 
incorporation, the statement was issued 
that cooperative buying for the stores 
would be attempted and that informa- 
tion of all kinds would be exchanged 
between the units. 


Development and Advantages of 
Consolidations* 


Several means have been thus far 
discussed by which department stores 
have found it possible to expand their 
activities, with the purpose either of 
acquiring more business or of carrying 
on the existing business more profitably. 
Those stores for which it is physically 
and economically possible may find ex- 
pansion upon the present site feasible; 
one or two huge establishments may 
profit from some degree of vertical 
integration; other moderate and large- 
sized stores benefit from cooperation in 
purchasing activities. The most out- 
standing development in the field of 





*See again article by Paul M. Mazur, Harvarp 
Business Review, July, 1924. 
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depariment-store expansion of recent 
years has been the growth of horizon- 
tal combinations in the form of finan- 
cial consolidations. Not content with 
more or less loosely organized coopera- 
tion, many stores have taken the final 
step along horizontal lines of combina- 
tion and have formed actual financial 
consolidations, amalgamations which 
possess the feature of centralized man- 
agement and policy and all the other 
benefits that accrue from such a merger. 
Examples of such consolidations are 
the Associated Dry Goods Corporation, 
the May Department Stores, R. H. 
Macy and Company, Gimbel Brothers, 
and the National Department Stores. 
Department-store financial consoli- 
dations have as their first asset all the 
advantages of such an organization as 
the Retail Research Association, in 
which the constituent stores inter- 
change figures. The value of the asso- 
ciation’s figures, however, is limited by 
a lack of a comparable basis, as the 
component stores may not, and prob- 
ably do not, employ uniform methods 
of accounting. In the case of a finan- 
cial consolidation, deductions can be 
made from comparable figures. Coop- 
erative associations not under the same 
management, furthermore, encounter 
an obstacle in the attitude of buyers of 
the separately owned stores; if there 
are 20 stores in- the group, there are 
20 buyers who must be satisfied with 
the merchandise that is to be bought 
jointly by the stores. If these buyers 
were in stores commonly owned and 
managed, the difficulties of such a situ- 
ation would be to a large extent obvi- 
ated. For each type of merchandise 
there would be a merchandise manager 
especially qualified to handle that par- 
ticular line. For example, one man 
would merchandise all the coat depart- 
ments of the consolidated stores. He 


would be the best man the combination 
could secure to merchandise coats, 2 
specialist comparable to the merchan. 
dise manager of the average chain- 
store system. Greater coordination be. 
tween the buyers of the non-competing 
stores would be possible. The buyers 
would be able to acquaint the merchan. 
dise manager with their local condi. 
tions, but since the final responsibility 
would rest with this same specialist, a 
far greater degree of coordination 
would be achieved. In this way depart. 
ment-store consolidations would be able 
to make purchases through a group of 
service units rather than through the 
buyers of each individual store. An 
additional buying advantage is secured 
for the financial consolidation, in that it 
can purchase as a group its supplies 
and equipment. Boxes, wrapping pa- 
per, sales books, and the like, may be 
secured at a great saving. 

Because, moreover, such a financial 
consolidation is possessed of far greater 
resources than is the single department 
store, the amalgamation is able to 
secure better executives than can the 
individual store. With the cost pro- 
rated over a much larger organization, 
it can afford to pay the high price 
requisite to attain the best men in the 
field. Men will see that greater op- 
portunities for advancement and con- 
structive work exist in such a consolida- 
tion than in the individual store. For 
example, store 4 may have an excellent 
assistant buyer of gloves, whereas store 
B might be in need of such a buyer. 
Store B would doubtless have difficulty 
in securing the services of this buyer 
unless the stores were operated by the 
same management. In the case, how- 


ever, of the consolidated organization, 
the natural step would be to shift this 
buyer from store 4 to store B, thus 
utilizing all executive material to the 
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best advantage. Employees of ability 
would be given more chances for ad- 
vancement by the fact that their open- 
ings would not be limited to the nar- 
rower field of the single store. 

The ability to shift personnel from 
one to another of commonly operated 
stores allows the consolidation to build 
up the weaker links in the chain. When 
in 1923 the May Department Stores 
acquired the Hamburger store in Los 
Angeles, they sent to their newly 
secured store some of their best execu- 
tives in an endeavor to raise the Ham- 
burger store to the standard set by the 
other units of the May Department 
Stores organization. By this step the 
owners were assured that the local 
management of their new store was in 
competent hands. 

Furthermore, the application of suc- 
cessfully proved methods to the same 
departments or similar departments in 
other stores is possible in financial 
consolidations. The May Department 
Stores ran an exceptionally profitable 
shirt sale in their St. Louis store; the 
next month saw a duplication of this 
success in their Los Angeles store. 

Consolidations, by virtue of their 
increased resources, are able to make 
physical improvements in their build- 
ings to a greater extent and of a better 
nature than the individual store. The 
success of a department store depends 
to a large extent upon the location of 
its departments. The advantageous 
location of such departments is greatly 
facilitated by the erection of more mod- 
ern buildings and the rehabilitation of 
old ones. The difficulty of doing busi- 
ness in antiquated buildings which lack 
necessary facilities has retarded the 
progress of many retail establishments. 
In many cases the situation cannot be 
relieved without an enormous expendi- 
ture of capital, and resources of the 
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average large department store are not 
sufficient to warrant such an undertak- 
ing. 

Since all successful stores have grown 
from small beginnings, it is not strange 
that they should possess many land- 
lords. As the average store has felt 
the need of additional departments and 
has rented the adjoining piece of prop- 
erty to house these new departments, 
it has in most cases automatically 
acquired new landlords. The fact that 
a store rents its space from many 
proprietors makes it difficult to lay out 
the store to best advantage. The 
cutting of walls and the raising of 
floors of different buildings to the same 
level are steps which the store renting 
from many lessors has found impossible 
to take. Very few individually owned 
stores own the buildings which house 
their stores, while the proposition of 
buying that same property would in all 
probability overtax the store’s resources. 

The consolidations of department 
stores, on the other hand, have over- 
come this difficulty by forming, in each 
instance,” a_ real-estate corporation 
which has purchased the desired sites. 
The buildings have been torn down or 
cut up in accordance with the desires 
of the management and the future 
requirements of the store. An opportu- 
nity is afforded to realize capital gains 
through the appreciation in value of 
their realty holdings. While this prob- 
ability does not constitute a primary 
reason for the purchase of department- 
store property, it is worthy of consid- 
eration. The risk attendant to such 
ventures is divided among many stores; 
if the expedient is not successful, the 
evil consequences do not involve finan- 





*(a) Associated Dry Goods Corporation; (5) 
Gimbel Brothers; (c) R. H. Macy and Company; 
(d) The May Department Stores; (¢) National 
Department Stores. 
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cial embarrassment and possible bank- 
ruptcy to a single store, as they other- 
wise might. The Gimbel-Saks merger 
of May 25, 1923, well illustrates this 
fact. Saks and Company had at that 
time entered upon a speculative venture 
which had seriously strained its finan- 
cial resources. It was in the process of 
constructing a building on Fifth Ave- 
nue in New York at a point far outside 
the department-store area. The move to 
49th and soth streets was, in the 
opinion of real-estate experts and de- 
partment-store executives, fully 10 
years in advance of the times, there be- 
ing no doubt that, at the outset, the 
venture must be a losing one. The in- 
dividual store can ill afford to lose 
money for a period of several years 
upon a $5,000,000 investment. Yet to 
a large consolidation such as Gimbel 
Brothers the risk was a good and a 
justifiable one. The property is said 
to have appreciated $1,250,000 in 
value in the past two years, although 
the actual return for the first few years 
will not be commensurate with the in- 
vestment. Whether or not Saks and 
Company alone could have carried the 
load depends entirely upon the credit 
of the members of the Saks family. It 
is certain, however, that the consolida- 
tion can better afford to bear the risk 
of such a venture. 

The ability of a consolidation to re- 
model, buy fixtures, and even tear 
down and build anew in an endeavor to 
provide itself with better facilities and 
to enable itself to increase its sales 
through better service to the customer, 
is well illustrated by the policy of the 
May Department Stores. During 
1911, the first year of its operation, the 
new consolidation bought the business 
of the William Barr Dry Goods Com- 
pany, the oldest dry-goods concern in 
St. Louis, as well as the site occupied 





HARVARD BUSINESS REVIEW 


by that company.® The latter was 
acquired and absorbed by the consolj- 
dation’s St. Louis store, and the com. 
bined stores took the name of the 
Famous and Barr Company. A new 
building covering a square block was 
built on the old site. It is true that 
during 1913 there was a decrease in 
profits because of the changes and im. 
provements of great importance during 
that year.’ Yet this decrease in profits 
was but a temporary one, and the new 
building undoubtedly has materially 
aided the success of the amalgamation. 
One block from the new building, a 
one-story warehouse for surplus stock, 
the receiving depot, and the delivery 
department, were erected.* This build- 
ing is connected with the store by an 
underground tunnel, the merchandise 
sold being conveyed by a system of 
merchandise conveyors to the delivery 
department in the warehouse building, 
and distributed from that place. It is 
thus possible for the store to use every 
foot of space in its main building for 
selling purposes. Coincident with these 
operations in St. Louis which involved 
the expenditure of enormous sums of 
money, the company was erecting in 
Cleveland a new building six stories in 
height, with a frontage of 200 feet, 
and a depth of 480 feet, costing in the 
neighborhood of $3,000,000. It is 
inconceivable that a single store, unless 
possessed of an unusual amount of 
credit, could have successfully under- 
taken and financed this development. 
The situation at the present time of 
the C. F. Hovey Company, of Boston, 





"The May Department Store, Annual Report, 
March 18, 1912. 

"The May Department Store, Annual Report, 
March 16, 1924. 

"The May Department Store, Annual Report, 
March 6, 1914. 
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again illustrates the advantages to be 
gained by an amalgamation, which, 
through its increased financial re- 
sources, is enabled properly to improve 
the store’s property. The C. F. Hovey 
Company was purchased some five 
years ago by a group of Boston busi- 
ness men. The latter devoted their 
energy and capital to the replacement 
of old methods by a modern system of 
merchandising. The transition was an 
expensive one, since it required the 
hiring of high-salaried men, as well as 
the new equipment which these men in- 
stalled. Since the building was not re- 
modeled, however, it had a most 
dificult time competing with its neigh- 
bors, William Filene’s Sons Company 
and Jordan Marsh Company. The 
latter have light, airy buildings, with 
attractive fixtures and modern equip- 
ment; the C. F. Hovey Company’s 
building is an antiquated one. It not 
only fails to invite the customer inside, 
but is distasteful to its personnel and 
cramps the management in its opera- 
tion of the store. The result was in- 
evitable. Either the business interests 
failed to realize the necessity of re- 
modeling or lacked the funds to invest 
in physical improvement—probably the 
latter. A large consolidated organiza- 
tion undertaking this proposition, 
might be able to eliminate these causes 
of failure. 


Unsuccessful and Successful 
Consolidations 


It is time at this point to direct at- 
tention to the outstanding examples of 
failure and success in the field of de- 
partment-store consolidation. The con- 
clusions that can be drawn from the 
experience of the past should be an in- 
dication of the future trend of this 
movement. 





The only failure of a chain of de- 
partment stores occurred on June 25, 
1914, with the appointment of re- 
ceivers for the H. B. Claflin Company, 
of New York. Yet the history of this 
company brings out the advantages 
rather than the disadvantages to be 
gained from department-store con- 
solidation. The disaster was due to 
the wastes and mistakes of manage- 
ment rather than to any inherent weak- 
nesses of the chain-store system as 
applied to department stores, for, al- 
though the stores involved were 
virtually owned or controlled by the 
same interests, they were not operated 
by those interests. 

At the death of H. B. Claflin, the 
company was the largest wholesale 
jobbing house in the country. The 
founder’s son, John Claflin, in seeking 
to prevent small competitors from 
making serious inroads upon his busi- 
ness, established a chain of approxi- 
mately 40 department stores. He 
intended that these stores should buy 
from his wholesale house, thus hoping 
to preserve his position and stabilize 
his market; he failed of his purpose, 
inasmuch as he exercised no methods 
of control over these stores. There 
was no standardization of purchasing, 
and no attempt to buy cooperatively 
so as to gain the price reductions 
which joint buying makes possible. In 
fact, to quote from Printers’ Ink, the 
“buyers were free to choose their own 
markets, and the Claflin Company was 
frequently subject to competition from 
its own source of supply—manufactur- 
ers often selling direct to the Claflin 
stores.””* In other words, by not mod- 
ernizing the inefficient and antiquated 
sales and purchasing policies of his 
stores and by not controlling the poli- 





*Printers’ Ink, July 2, 1924, New York, p. 95. 
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cies, he defeated the purpose for which 
he had purchased them; they were go- 
ing over the head of his wholesale 
jobbing house and buying direct from 
the manufacturer. 

When the H. B. Claflin Company 
failed in 1914, liabilities were es- 
timated at $34,000,000, while the 
total assets had a book value of $40,- 
000,000. The immediate cause of the 
failure was the inability of the company 
to secure an extension on its paper. It 
had been the custom of the H. B. 
Claflin Company to accept notes from 
its stores, indorse them, and sell them 
on the open market. When the whole 
structure began to sink and funds were 
needed, the desperate measure was 
resorted to of indorsing and floating 
worthless paper. Disaster was the 
inevitable result. The situation was 
distinctly the outcome of the failure of 
an individual financial and managerial 
system rather than that of a consolida- 
tion of department stores. 

To minimize the loss of investors, a 
new corporation, the Associated Dry 
Goods Corporation, was formed, and 
its shares issued in exchange for 
shares in the old Claflin interests. As 
evidence of the success of the new cor- 
poration, today (1925) both the 
preferred stocks are selling at well 
over $100 a share, and the common 
stock fluctuates around $150 per share. 
J. P. Morgan and Company secured 
the services of Samuel W. Reyburn, 
one of the ablest retail merchants in 
the country, to pull the stores out of 
thé slough of failure. With Claflin 
gone and with competent and far- 
sighted men at the helm, these con- 
solidated stores have moved forward 
in an astounding fashion. 

It might be argued that while the 
success of the Associated Dry Goods 
Corporation has been due to the con- 
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structive business genius of the man- 
agement, the success gained might 
have been achieved if the stores were 
separately owned and separately man- 
aged. Such a presumption, however, 
lacks a sound basis, since it is doubtful 
if the individual stores, crippled 
financially as they were because of their 
past ownership, could have secured 
individually the capable management 
so essential to their success and the 
sound reorganization of their financial 
condition. Reyburn has, by virtue of 
his ability, achieved great results; 
Claflin, who employed none of the 
means which have been said to be pos- 
sible and advantageous in an amalga- 
mation of this type, failed. His suc- 
cessors, who have endeavored to enjoy 
all the benefits of department-store 
consolidations, have not only put the 
stores on their feet but have made them 
profitable. By taking advantage of 
their centralized management and 
policy, and by applying successfully 
proved methods to the same depart- 
ments or similar departments in other 
stores, the new directors have been 
able to build from a deficit of over 
$5,000,000 on December 31, 1914, a 
company which on December 31, 1924, 
had a surplus of $8,703,865. 

The only consolidation of depart- 
ment stores other than the Associated 
Dry Goods Corporation, which has 
been in existence a period of years, is 
the May Department Stores. This or- 
ganization was incorporated June 4, 
1910, under the laws of the state of 
New York to take over and conduct the 
following businesses : 


1. The Shoenberg Mercantile Company, of 
St. Louis, Missouri 


2. The May Store and Clothing Company, of 
Denver, Colorado 


3. The May Company, of Cleveland, Ohio 
4. The May Real Estate and Investment 
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Company, of St. Louis, Missouri (incor- 
porated solely for the purpose of holding 
the real estate occupied by the St. Louis 


and Denver stores) 


During 1912 the May Department 
Stores acquired the business of Boggs 
and Buhl, of Pittsburgh, Pennsylvania, 
and that of the M. O’Neil Company, 
of Akron, Ohio. The Boggs and Buhl 
business was sold on January 31, 1915. 
In March, 1923, the company pur- 
chased the business of Hamburger and 
Sons, Los Angeles, California. The 
common stock of the May Department 
Stores, which sold in 1911 for $83 per 
share, sold for about $108 in 1925, 
and this in spite of frequent stock 
dividends. The ratio of operating 
expenses to net sales decreased from 
92.51% in 1914 to 85.94% in 1919 
and rose to 91.36% in 1923. The 
recent rise may have been caused by 
the additional expense coincident with 
the inauguration of the company’s sys- 
tem and methods in the Hamburger 
Store acquired in 1923, for it seems 
most unlikely that a condition of dimin- 
ishing returns should have set in. 

The May Department Stores has 
gained to a large extent the advantages 
made possible by the common owner- 
ship and operation of department 
stores. Because of its centralized man- 
agement and policy it has been able to 
gain additional buying advantages; it 
has secured better executives because of 
its enlarged resources and _ oppor- 
tunities for men; it has been able to 
shift its personnel as is shown by its 
sending some of its ablest executives to 
California in an endeavor to build up 
the Hamburger store; it has applied 
successfully proved methods to the 





“A stock dividend of 3344% was declared in 
July 10, 1920; 200,000 shares, par $100, outstand- 
ing on February 1, 1922, were converted into 
400,000 shares, par $50; and a stock dividend of 
307% was paid on December 20, 1922. 


same departments or similar depart- 
ments in other stores; and because of 
its increased resources it has been able 
to improve its property physically by 
new buildings and fixtures, which 
greatly aided the company in its suc- 
cessful attempt to increase its volume 
and profits. 

That the individual stores would not 
have done so well had they not been 
commonly owned and operated cannot 
be proved. It is doubtful, however, if 
their sales would have increased an- 
nually at the rate of 13.7%. No 
statistical study has yet been made of 
the average rate of increase in the 
volume of department-store sales 
throughout the country, but it is be- 
lieved to be about 7%. Furthermore, 
it is almost impossible to believe that 
the profits of these stores would have 
been as large as have been those of the 
consolidation. The latter has suc- 
ceeded over a period of years in main- 
taining a net profit of over 8% of sales. 
In Bulletin Number 44, Operating Ex- 
penses in Department Stores in 1923, 
of the Harvard Bureau of Business 
Research, it is stated that the net profit 
for stores having a volume of sales of 
$10,000,000 and over, averaged 5.6% 
of sales. The profit for all the report- 
ing firms having sales of $1,000,000 
and over averaged 3.6% of sales. 

Of the other consolidations of de- 
partment stores, none has been in 
existence sufficiently long to prove any- 
thing more than that the trend is 
towards consolidated ownership and 
operation. The National Department 
Stores was incorporated December, 
1922. In 1923 it took over the Frank 
and Seder Stores, thus making it impos- 
sible to compare the earnings of the 
stores as individual units in 1922 with 
their earnings as a consolidation in 


1923. 
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Gimbel Brothers owns and operates 
three department stores, one being 
located in Milwaukee, one in Philadel- 
phia, and one in New York. It was 
thus a consolidation before its merger 
with Saks and Company. However, it 
has been impossible to compare its 
figures over a period of years, since 
the concern was not incorporated till 
August, 1922, and accordingly did not 
publish financial statements until that 
time. Its consolidation with Saks and 
Company makes the consolidation as 
large in volume of sales as is the May 
Department Stores. 

The purchase in 1923 of the LaSalle 
and Koch store, of Toledo, and in 1925 
of the Davison-Paxon-Stokes store, in 
Atlanta, by R. H. Macy and Company, 
the largest single store in New York 
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City, is another indication of the 
present tendency of the department 
store to extend its activities by buying 
going concerns. In May, 1923, Gimbel 
Brothers, Incorporated, acquired Saks 
and Company. One of the most recent 
cases of this kind is that of the Jordan 
Marsh Company, which bought in 1921 
the A. Shuman Company and in 1925 
the C. F. Hovey Company. 

Whether these new amalgamations 
will meet with the same good fortune 
which has befallen the Associated Dry 
Goods Corporation and the May 
Department Stores is problematical, but 
in so far as they avail themselves of 
the many advantages of consolidations 
which have been outlined, and likewise 
avoid other pitfalls, they should 
succeed. 
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CASE STUDIES IN BUSINESS 


FINANCIAL BUDGETING IN A DEPARTMENT STORE! 


down estimated yearly receipts 

and expenditures to a monthly 
basis and correlates them. The finan- 
cial budget, working from the produc- 
tion or merchandise budgets and the 
expense budgets,? shows the executives 
of the business what the estimated 
expenditures and what the estimated 
receipts will be at certain periods. In 
this way the financial requirements dur- 
ing the year can be judged with a fair 
degree of accuracy. Provided that a 
store does establish merchandise and 
expense budgets—and the majority of 
companies do this—the financial budget 
is only a further step in the whole 
process of budgetary control. 


f FINANCIAL budget breaks 





* Adapted from a report by George Bates, a for- 
mer student in the Graduate School of Business 
Administration, Harvard University. This report 
was awarded the Emery W. Clark Prize for 1925. 


Citation of Case 


The Clearspring Department Store, 
at the beginning of each six months’ 
season, established merchandise and 
expense budgets for each department 
and for the store as a whole. At the 
conference of the controller, the mer- 
chandise manager, and the buyers of 
the departments, the merchandise plans 
were established on the basis of planned 
sales. Table I shows the merchandise 
plan for the entire store for the spring 
season of 1924. Plans were made for 
sales, mark-downs, retail stocks (first 
of month) cost stocks (first of month), 
retail purchases, cost purchases, per- 
centage of mark-up on purchases, and 





*See case on “Budgetary Control of Expenses in 
Department Stores,” HARVARD Business REVIEW, 
October, 1923. 


Tasie I. MERCHANDISING PLAN OF CLEARSPRING DEPARTMENT STORE 


(Departments 1-70. Total Retail Department, Spring Season, 1924) 
































Total or 
February March April May June July Final 
Retail Sales............... $ 566,343 |$1,005,531 |$ 848,169 |$ 923,874 |$ 905,223 |$ 678,608 |$4,927,748 
Mark-downs............ 32,368 59,948 48,834 $2,922 51,239 37,858 | 283,169 
Retail Stock 
ot of month)........ 3,007,500 | 3,439,209 | 3,518,430 | 3,533,667 | 3,356,378 | 3,052,622 | 2,757,840 
ost Stock 
(1st of month)........ 1,891,448 | 2,200,480 | 2,222,470 | 2,232,765 | 2,120,326 | 1,913,430 | 1,734,810 
Retail Purchases. ....... 1,030,420 | 1,144,700 | 912,240 | 799,506 | 652,706 | 421,684 | 4,961,256 
Cost Purchases.......... 650,132 | 719,998 | $74,074 | 504,612 | 444,662 | 295,936 | 3,189,414 
Percentage of Mark-up on 
| ESL 36.91% | 37.10% | 37.07% | 36.88% | 31-87% | 29.82% | 35.71% 
Percentage of Mark-downs| 5.72% 5.96% 5.76% 5-73% 5.66% 5.58% 5-757 
— Department Sales... . . $ 31,062 |$ 43,281 |$ 38,595 [$ 40,587 |$ 40,316 |[$ 35,326 |$ 229,167 
ost Stock 
(1st of month)........ 24,030 23,967 24,045 20,733 17,976 18,828 17,792 
Cost Purchases.......... 11,103 16,215 13,908 13,462 16,502 14,584 85,774 
Leased Department Sales...|$ 11,422 |$ 14,978 |$ 9,330 |$ 6,269 |$ 4,296 |$ 4,893 |$ 51,188 
Total Planned Sales... ... .|$ 608,827 |$1,063,790 |$ 896,094 |$ 970,730 |$ 949,835 |$ 718,827 |$5,208,103 
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percentage of mark-downs for the 70 
retail departments of the store. The 
spring season included’ February, 
March, April, May, June, and July. 
Similarly, sales were planned for the 
Cost and Leased departments, and 
stocks and purchases (at cost) were 
planned for the cost departments. The 
cost departments are such departments 
as the restaurant and barber shop, 
which are operated primarily to give 
service to customers, and not for profit. 
Leased departments are those which 
the store cannot operate advanta- 
geously and which are leased to outside 
companies. 

The controller, the director of per- 
sonnel and service, and the director of 
store maintenance, acting as an expense 
committee, worked out expense plans 
on the basis of planned sales by depart- 
ments and for the store as a whole for 
the spring season of 1924. Planned 
expenses by months were classified ac- 
cording to buying, selling, publicity, 
occupancy, administration and general, 
and executive pay-roll expense as in 
Table II. 

Although detailed merchandise and 
expense budgets were established, the 
store had not used a financial budget. 
It was suggested by a few executives of 
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the store that a financial budget might 
be advisable to coordinate the merchan- 
dise and expense plans and to insure 
the availability of funds to meet the 
requirements of the merchandise and 
expense budgets. The balance-sheet of 
the store, as of January 31, 1924, the 
beginning of the fiscal period, is shown 
as the first column in Table V, page 
477: 

Charge sales in the store had 
amounted, on the average, to 60% of 
the total sales of the store. Collections 
during each month were approximately 
equal to the charge sales made during 
the second preceding month. Approx- 
imately two months’ accounts receivable 
were on the books of the company. It 
was desired to reduce the amount of 
accounts receivable from $1,039,236, so 
that by the end of the spring season, 
that is, July 31, 1924, it should not 
amount to more than $750,000. Notes 
receivable remained, on the average, 
practically constant throughout the sea- 
son, owing to offsetting debits and 
credits. The accounts payable on pur- 
chases customarily were settled within 
30 days from the date of purchase. 

The store maintained credit lines 
with New York banks as well as with 
the banks in the city in which it was 


Tase II. Expense PLAN oF CLEARSPRING DEPARTMENT STORE 
(Total Store Spring Season, 1924) 








Item February March 


April May June July Total 





Planned Sales. . $ 608,827 |\$1,063,790 
$ 35,781 |$ 
77:745 
39,429 
43,168 


38,103 


35:754 
64,672 
22,586 
42,561 
35,619 


Buying. ..... , $ 
Selling er 
Publicity 

Se wee REECE 
Administrative and General. 


$ 896,094 


$ 718,827 |$5,208,103 
$ 207,462 
453,966 
154,376 
252,450 
223,542 


$ 949,835 


$ 32,427 |$ 
76,149 
235439 
41,4 
37,097 


$ 970,730 


335942 
775243 
20,980 
4! 5298 
36,363 


34,767 
79,044 
21,680 
41 603 
38,170 


34,791 |$ 
79,113 
26,262 
42,414 
38,190 





$ 234,226 
18,000 


$ 201,192 
Executive Pay-Roll 18,000 


$ 220,770 


$1,291,796 
109,500 


$ 209,826 
18,750 


$ 210,518 
18,750 


$ 215,264 


18,000 18,000 





Total ..J$ 219,192 |$ 252,226 











$ 238,770 


$7 229,268 |$ 228,576 |$1,401,296 


$3 233,264 
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located. In addition, it borrowed on 
go-day and 6-month commercial paper 
through New York brokers. At the 
beginning of the spring season of 1924, 
the company had liabilities for these 
notes of $659,250. Approximately half 
these notes were of go-day maturity. 
As the company had done this special 
financing at one time, the go-day notes 
matured in March and the 6-month 
notes in June. The controller stated 
that the store had ample credit to cover 
its requirements. None of the mort- 
gage bonds matured during the spring 
season of 1924. Interest was paid on 
them, however, in March and June. 
Accounts which customarily remained 
constant, or which might be assumed 
to for budgetary purposes, were: Pur- 
chase Account Balance, Foreign Pur- 
chase Prepayments, Common Carrier 
Claims, Personal Accounts, and Notes 
Receivable. The inventory of supplies 
was maintained out of expense. The 
company held the theory that the appre- 
ciation of land values offset the depre- 
ciation of the buildings by all but 
$2,000 per month. Equipment was 
estimated to depreciate $4,214 per 
month. The reserve for income taxes 
was to cover 1923 taxes, and was to be 
paid out in quarterly instalments begin- 
ning March 15. No dividends were 
paid on the common stock; 7% divi- 
dends were paid on the preferred stock 
semiannually in December and June. 
An anniversary sale was held an- 
nually in March throughout the store. 
The sales for March, 1924, were $845,- 
224, as compared with the planned 
sales of $1,005,531. It was evident to 
the executives of the store that revision 
of the merchandise and expense budgets 
was necessitated by the failure of actual 
sales to equal the planned sales. Ac- 
cordingly, on the first of May, a revision 
was made. Sales quotas for the depart- 


ments were continued as originally 
established. Expense budgets were re- 
duced to the actual figures for 1923, 
and purchase plans were changed to 
accord with the actual sales made dur- 
ing February and March, 1924. 


The Preparation of a Financial Budget 


In order to construct a financial 
budget, it is necessary, first, to list by 
months all sources of income and re- 
quirements for expenditure; second, to 
determine the amount of each; and, 
third, to collate the same. In its 
expense budget the company tabulated 
anticipated expenses. It becomes desir- 
able at this time to distinguish between 
expenses and expenditures, as the finan- 
cial budget is only concerned with the 
latter—actual disbursements of cash to 
cover expenses. It is customary to 
allocate some expenses equally over the 
period, but the expenditures to meet 
such expenses are not made with the 
same regularity. In connection with 
the budgeted expenses, it may be pointed 
out that estimated expenses should be 
broken down to the same extent as the 
actual expense accounts. An expense 
classification like Publicity includes such 
items as newspaper advertising and 
bill-board advertising, which are paid 
at varying times. If there are many 
small items in the expenses, too numer- 
ous to be dealt with individually, an 
average of the same must be taken, and 
in the interpretation of the result it 
should be remembered that it is only 
an approximation. 

In regard to expenses and costs of 
merchandise, the simplest procedure is 
to segregate those charges which are 
incurred in one month but not paid until 
later, and those charges which are paid 
in the month in which they are incurred. 
The latter class, it may be remarked, 
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contains the larger proportion of the 
costs. Expenditures in behalf of charges 
incurred and paid in any month, plus 
the expenditures on account of charges 
of previous months and due in that 
month, constitute the cash requirements. 

Cash requirements are for the ex- 
penses of buying, selling, publicity, occu- 
pancy, administration, and_ general. 
There are also payments to be made 
for Merchandise Accounts Payable, 
Federal Taxes, Interest on Notes and 
Mortgage Bonds Payable, Preferred 
Dividends, and Notes Payable. These 
disbursements may be determined from 
planned schedules of these accounts. 

The sources of cash receipts are: 
cash sales, collection of accounts receiv- 
able, receipt of interest payments, and 
the sale of assets. Other sources, of 
course, are possible, but do not concern 
this case, for it has been assumed that 
the various minor accounts remained 
constant. 

From the planned merchandise and 
expense statements it is possible to pre- 
pare planned monthly profit and loss 
statements. From these and the sched- 
ules of planned balance-sheet accounts, 
estimated monthly balance-sheets may 
be prepared. 

Following this line of reasoning, the 
first step taken by the Clearspring 
Department Store was to tabulate the 
items appearing in the expense budget 


TABLE III. ScHEDULE oF THE CASH 
Account (EstTIMATED) 








Month 


Receipts 


Expendi- 


On Hand 
End 


Investment 





ow nl ae 
ebruary.. 


March... 
April 


t 1,190,531 
897,482 
798,771 

1,026,566 
918,340 
869,969 








$ 841,457 
1,260,811 
849,574 
739,308 
1,067,977 
$74,790 





$ 86,571 
435,645 
72,316 
21,513 
308,771 
159,134 
4545313 
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which were not to be paid in the month 
in which incurred or to which allocated, 
These expenses were deducted from 
total expenses and distributed over the 
season by months, according to the time 
that they were to be paid. The result. 
ing sums for each month determined 
the cash requirements for that month. 

Estimated cash requirements were 
summarized then by months. Disburse. 
ments for general expense were deter. 
mined from the first schedule prepared. 
Federal Taxes, Notes Payable, and 
Preferred Dividends were paid as they 
became due; Accounts Payable and 
Notes Payable disbursements were as- 
certained from special schedules pre- 
pared to show the additions to, and 
deductions from, these accounts during, 
and the balance remaining at the end 
of, each month. 

Total monthly receipts of cash were 
compiled separately. Since 60% of 
sales were on credit, 40% must have 
been for cash, and thus a figure of cash 
income from sales was obtained. Col- 
lections, Interest, and Extra Interest 
(gained through the manipulation of 
the investment account) were taken 
from special schedules. 

It was estimated that one-half of the 
accounts payable incurred would be paid 
in the current month and one-half in 
the following month. All cash dis- 
counts should have been taken. 

The Cash Account Schedule is pre- 
sented in Table III. The receipts and 
expenditures were derived from the 
schedules of cash receipts and disburse- 
ments previously mentioned but not 
reproduced. One explanation is re- 
quired in that the sale of $74,757 worth 
of investments with accrued interest of 
$280 was made in April in order to 
maintain a normal balance of cash on 
hand. 

It is one of the purposes of financial 
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budgeting to foresee excesses of expen- 
ditures and plan loans accordingly, and 
to foresee excesses of receipts over ex- 
penditures and plan investments in 
accord therewith. No loans were neces- 
sary, and the schedule shown in the 
table gives effect to the investment of 
surplus cash. The estimated investment 
account was so handled as to maintain 
the balance of cash at a normal point 
of about $100,000, varying with the 
needs of the business for the several 
months of the season. 

A sample monthly merchandise, ex- 
pense, and profit and loss statement for 
February *s shown in Table IV. The 
statements for the remaining months 
can be obtained in a like manner. 

Table V presents the balance-sheets 
planned for the end of each month in 
the spring season of 1924. As the orig- 





TaBLeE IV. PLANNED PROFIT AND Loss 
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inal budgets for the season were pre- 
pared several weeks in advance of the 
opening of the season, there was natu- 
rally a slight discrepancy between the 
planned and the actual balance-sheets 
for the first of the season. This dis- 
crepancy is shown in the Merchandise 
and Accounts Payable accounts. 


Comparison of Budget with Actual 
Performance 


The test of planning is its approxi- 
mation to the resulting actual perfor- 
mance. In the case of the Clearspring 
Department Store, data are only avail- 
able for checking the merchandise plan. 
No figures are given by which the error 
in expense planning may be judged 
accurately. For the spring season of 
1924 the actual sales, retail stocks, and 








February 
Sales 





Cant BSA 63 6 vckas cokennioaie 
Cont “Fn \o ck. o web wae ames 


alae $2,576,713 
ident 26,965 


Gross Cost of Merchandise Handled. . 
Came TR “Ss cb seacts 6 €sScnace 


Net Cost of Merchandise Handied.... 
Senck a0 Gl Cee 6innnc ccd casas 


Cost of Merchandise Sold........... 


CT EE Bi ae cc esctende 
General Expense ............ 


(vee $ 64,334 
made 10,274 


Merchandise FProfit* ...... 
Interest and Rental Earned.... 


Undivided Profit and Loss Balance, beginning ..............eeeeeeeeees $1,083,332 


$608,827 


‘ welped $1,915,478 


eevee 


eee $2,549,748 
\ geen 2,224,447 


Pe $ 325,301 325,301 


Fae $283,526 
ee 219,192 


74,608 


ce OMe T TPT $1,157,940 








* The company’s policy was 


budget) is not thereby affected. 


& to charge rental on the property but not to charge interest on the investment. 
F dising profit shown is in error because this policy was followed, but the figure of net profit (which is sought for the financial 
4 





The merchan- 
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retail purchases compared with the 
planned figures as follows: 








Sales Stocks Purchases 
99% 924% 
84 95% 123¢@ 
97% 109 110 
8534 112% 97 

77 116 83 

79 121% 82 





87 119 101% 














Three conclusions may possibly be 
drawn from this table. There is, first, 
the presumption that sales planning 
was not done with the necessary care. 
Secondly, it appears that losses from 
depreciation on merchandise caused by 
overestimating the volume of sales 
would have been much less had pur- 
chases been kept within the budget. 
Had the budget been revised fre- 
quently during the season, those losses 
could have been reduced to a minimum. 
Finally, there is no evidence that the 
budgets were carefully revised as con- 
ditions changed. 

Among other comparisons, it is sig- 
nificant that actual mark-downs were 
153% of planned mark-downs. Planned 
and actual mark-downs were: 








Planned Actual 





32,400 
59,900 
48,800 
$2,900 
$1,200 
37,900 


345442 
22,503 
38,021 
66,281 
40,080 
232,069 











There is a strong presumption from 
this comparison that if mark-downs had 
been taken earlier in the season, the 
volume of sales might have been 
increased and the total amount of 
mark-downs decreased. 

Revision of the merchandise plan. 
The foregoing comparison clearly 
brings out the conclusion that, to be 


effective, a merchandise plan should be 
examined for revision at least monthly, 
A financial budget is no better than the 
budgets on which it is based, and a suc. 
cessful financial budget is predicated on 
sound and frequently revised merchan- 
dise and expense budgets. 

Fixed and variable expenses in the 
budget. Three types of expenses may 
be recognized in the budget of the 
Clearspring store. There are the fixed 
expenses, the expenses which vary to 
some extent, but not directly with sales, 
and the expenses which vary directly 
with sales. An estimated division of 
the total expenses into these three 
classes is shown in Table VI. The 
expenses which vary directly with sales 
are termed “directly variable,” and the 
expenses which vary somewhat with 
sales, “slightly variable.” 

From the proportion of fixed and 
variable expenses so determined, it is 
possible to measure roughly the effect 
of variations in the sales volume on the 
planned expenses. Since 14.5% of 
expenses vary directly with sales, and 
since some of the slightly variable 
expenses move in accordance with the 
volume of sales, it has been assumed 
that 25% of the expenses vary directly 
with the sales. The variable expenses 
of the Clearspring Department Store 
for the spring season would then be 
$350,324 (25% of total expenses, 
$1,401,300). As the sales of the store 
were only 87% of the planned sales, 
there would be a variation of 13% in 
the variable expenses. Table VII shows 
the variable expenses distributed over 
the months in the season in proportion 
to sales. The second column presents 
the 13% variation below the planned 
figure, a variation which could be 
expected from the decline in sales. 

The actual error in the expense 
budget is not ascertainable, but this 
table shows the possible adjustments 
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TABLE V. ORIGINAL FINANCIAL BupGET—BALANCE-SHEET* 





(Prepared in advance of the season) 














Actual Plan Plan Plan Plan Plan Plan Plan 

ASSETS: Jan. 31 Jan. 31 Feb. 29 | Mar. 31 | Apr. 30 | May 31 | June 30 | July 31 
a Perr Tr $ 86,570.78t|\$ 86,571 |$ 135, $ 72,316 |$ 21,513 |$ 108,771 |$ 159,134 |$ 104,31 
Notes ROC... scvsccscesess 56,658.10 56,658 35-645 56,658 $6,058 56,658 y 56,65 soasé 
Mest, ROB.< oss cvseeneaaee 1,039,236.00T| 1,039,236 457,532 625,806 798,166 742,330 | © 774,575 623.433 
Net Inv. Mdse........-- .| 1,747,849.15T| 1,915,478 | 2,224,447 | 2,246,515 | 2,253,498 | 2,138,302 | 1,932,258 | 1,752,602 
Pur. Acct. Bal. .......-++% 30,379.17 39,379 30,379 30,379 30,379 39,379 39,379 30,379 
For. Pur. Prepmt.......--. 11,635.35 11,635 11,635 11,635 11,635 11,035 | @ 11,035 11,635 
Investments..........+++- 74,756.60 74,757 374,757 T4:TS7 |. cccceces Ye eee eee 350,000 
Empl. Notes Rec........-- —— “— — a <fee 4,650 4,650 4,650 
CUOD., oon cundee cn eeke on . 25 2 2 725 725 72 
Prepmts. and Accruals..... 15,046.34 15,946 16,226 15,666 15,068 15,666 15,666 15,668 
Net Inv. Supplies......... 6,254.95 6,255 6,255 6,255 6,255 6,255 6,255 +255 
Real Batate.......cscccees 1,054,382.731| 1,054,383 | 1,052,383 | 1,050,383 1.098.288 1.096.983 1,044,383 | 1,042,383 
Inv. Equipment..........- 180,480.54 180,481 176,267 172,053 167,839 163,625 159,411 155,197 





er $4,309,525.01 t/$4,477,154 ($4,547,559 |$4,367,798 |$4,415,367 |$4,525,379 |$4,195,720 |$4,153,896 











LIABILITIES: 

















ee rere $ 659,250.00T/$ 659,250 |$ 659,250 |$ 329,625 |$ 320,625 |$ 320,625 |.........-].....0005- 
eS ear 175,375.70 343,005 330,618 368,106 293,991 259,037 |$ 230,582 |$ 155,260 
Accrued Items............ 99,241.20 99,241 107,425 101,782 109,009 116,289 104,057 109,895 
Personal Accts............ 12,326.15T 12,326 12,326 12,326 12,326 12,326 12,326 12,326 
R. E. Mortgage Notes..... 705,000.00 705,000 705,000 705,000 705,000 705,000 705,000 705,000 
Res. for Inc. Tax.......... 75,000.00 75,000 75,000 56,250 56,250 56,250 37,500 37,500 
Pid. Stock Issued.......... 750,000.00 750,000 750,000 750,000 750,000 750,000 750,000 750,000 
Com. Stock Issued......... 750,000.00 750,000 750,000 750,000 750,000 750,000 750,000 750,000 
Und. Profit and Loss.......| 1,083,331.96T| 1,083,332 | 1,157,940 | 1,204,708 | 1,409,166 | 1,546,852 | 1,605,665 | 1,633,916 

eer $4,309,525.011|$4,477,154 |$4,547,559 |$4,367,797 |$4.415,367 |$4,525,.379 |$4,195,730 |$4,153,897 























* Discrepancies of one dollar on the balances of some of the statements result from the failure to carry the budget items 


in odd cents. 
t Figures shown in. red. 





that might have been made in that 
budget when sales declined. 

It is to be concluded from these com- 
parisons that had the store used rea- 
sonable care in developing its merchan- 
dise plan, and revised it with equal care 
as changes in conditions became appar- 
ent, the errors in a financial plan would 
not have been of sufficient proportions 
to lessen materially the value of budget- 
ing. The company should have 
obtained new budgets, first, by reesti- 
mating sales, and second, by reducing 
proportionately the directly variable 
expenses, rather than by using the 
actual expenses of 1923. 


Evaluation of the Financial Budget 


Owing to the discrepancy between 
the planned and actual figures for the 
spring season of 1924, some question 
may be raised as to the value of a 
financial budget to the Clearspring 
Department Store. 





The functions of a financial budget. 
One of the major functions of a finan- 
cial budget is the bringing together of 
the merchandise and expense plans, the 
three forming a master plan which 
translates the estimated expenses and 
merchandise transactions into terms of 
income and outgo. 

A financial budget in combination 
with the budgets of all operating and 
non-operating departments of the busi- 
ness tends to give the busy executive a 
bird’s-eye view of prospective opera- 
tions. It sums up the net effect pro- 
duced by the several budgets upon the 
finances of the concern. 

A basis is given by the financial 
budget for sound and efficient manage- 
ment by permitting the executives to 
make a quantitative appraisal of future 
operations. The budget coordinates all 
the activities of the business, it encour- 
ages straight thinking, and, finally, it 
provides information needed for the 
making of executive decisions. 
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A financial budget prepares a basis 
for sound financial planning. Cash 
receipts are distinguished from accrued 
income, and cash disbursements from 
accrued expense. The lag of collections 
behind sales is estimated and allowance 
made therefor. All other sources of 
expense and revenue are appraised. 
The best estimate is thus provided for 
the excess of receipts over expenditures, 
or the reverse, during any month. 

By determining the net effect of 
operations upon the cash balance, a 
basis is provided for formulating a loan 
or investment policy in advance. Inac- 
curacies in the estimate are cared for 
by the cash balance itself, which is 
always determined with a margin to 
cover variations from the estimate. 

Requirements of financial planning. 
To be successful, the financial budget 
must be based upon carefully prepared 
budgets of the departments concerned. 
It can be no better than the estimates 


upon which it is based; and it may be 
much worse if the other budgets are 
carelessly prepared. 

Department heads must not be per- 
mitted to exceed their scheduled pur- 


TABLE VI. 
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chases or expenses without the written 
authority of the executives responsible 
for the budget, and in such cases the 
budget should be revised accordingly. 

Monthly reports should be required 
on all items entering the budget in 
order that it may be revised promptly. 

Finally, the financial budget requires 
the active cooperation of all depart. 
ments and of all employees responsible 
for budgetary items. 

Weaknesses of the financial budget. 
In the first place, it is very difficult to 
secure this cooperation in a department 
store. Buyers desire the maximum of 
independence, and resent __ insistence 
upon rigid standards. It might often 
happen that they would be forced to 
forego opportunities to make attrac- 
tive purchases if the budget were in 
effect. This, on the other hand, does 
not appear to be wholly undesirable, 
for it is held to be sound merchandis- 
ing to buy in contemplation of demand, 
rather than to buy indiscriminately and 
be forced to get rid of stocks of mer- 
chandise. 

Executives hesitate to delegate the 
authority for making financial budgets 


EstTIMATED DIvIsiION OF EXPENSES 








Directly 
Variable 


Slightly 


Variable Total 


Fixed 





Publicity 
Occupancy 
Adm. and Gen’] 
Exc. Pay-Roll 


$ 6,750 


$180,316 
101,032 
64,376 
252,450 
209,962 
109,500 


$ 207,462 
453,966 
154,376 
252,450 
223,542 
109,500 








$917,636 | $1,401,296 














Percentages 
Total Expense 


Directly Variable 
Slightly Variable. ... 
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TasLe VII. EstrmatepD MONTHLY 
ExPENSE VARIATION 

















ae Estimated 1924 
Month Variable Variation 

Expense (13% 
Reduction) 
February........-.--| $40,697 $5,291 
Mash. . ..s.0eeeeeee 71,524 9,298 
Aged... . 0046s 60,314 7,841 
May........-.ssaspn) an 8,524 
June. ... + 404<senin 63,817 8,296 
Jelly... .- sents scene 48,403 6,292 











to subordinates, for they consider much 
of the information contained therein to 
be confidential. It is a task, however, 
that should not require more than a 
day’s work of one of the junior execu- 
tives each month. The job could be so 
delegated in sections that only respon- 
sible executives would have the com- 
pleted plan. There appears to be noth- 
ing in the budget of this store, more- 
over, which could not be entrusted to 
a confidential junior executive. 

As stated before, the budget is no 
better than its component parts. 
Department heads would have to be 
educated to its importance, and their 
planning would require checking as to 
its accuracy and thoroughness. 

One of the greatest dangers to the 
financial budget is that too much may 
be expected of it. It will probably 
receive too short a trial and will be dis- 
carded before results might normally 
be expected. 

The financial budget must not be fol- 
lowed blindly. If the Clearspring store 
had followed the original budget in a 
rigid manner, it would have gone wide 
of the mark. Any budget requires 
interpretation and must be_ revised 
as conditions change. The budget is 
likely to be used as a prop to sup- 
plant judgment. Mechanical  sub- 
stitutes for judgment are here of 


no greater avail than _ elsewhere. 
If the company is not organized to 
a point where it can adapt itself to 
changing conditions and where it can 
employ a tool of management with a 
proper tempering of judgment, the 
financial budget probably will prove 
unsuccessful. 


Conclusion 


It appears from the foregoing that 
the financial budget is no more than a 
gathering together of information 
already collected in a form which may 
be readily analyzed by company execu- 
tives. It is part of a master plan of 
the operations of the business. In a 
small store it is entirely possible that 
the proprietor-could make appropriate 
rough estimates mentally. In a busi- 
ness of the size of the Clearspring 
Department Store it would seem advis- 
able in any event to prepare a financial 
budget, for which the company had alli | 
the necessary information. 

In the test period under considera- 
tion, apparently no strict budgetary 
control was maintained. Budgets were 
not properly revised, and it is doubtful 
if the original plans were carefully 
made. Because the basic planning was 
deficient, the failure of the Clearspring 
Department Store to gain perfect re- 
sults from its budget should be consid- 
ered not as militating against all 
budgets but as emphasizing the neces- 
sity of using care and foresight in the 
composition, computation, and adapta- 
tion of the budget. It is an intricate 
tool demanding attention but remark- 
ably effective when properly attended. 
Realizing these facts the executives of 
the Clearspring Department Store 
should harmonize their efforts through 
cooperation to make the next budget 
more valuable. 
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BUDGETING LABOR REQUIREMENTS 


[ NDUSTRY quite generally appre- 
ciates the economies and the in- 
creased efficiency to be secured by so 
controlling the labor force as to 
eliminate short-time fluctuations and to 
make more gradual even the long-time 
changes. That this result can be 
secured by budgeting labor require- 
ments as a corollary or subsidiary gain 
to real sales forecasting is not fully 
appreciated. 

With a dependable sales forecast, 
production can be balanced against 
inventory so as to eliminate wide labor- 
force fluctuations. Labor stability, 
with its reduction of the fear of shut- 
downs, should go far to increase the 
efficiency and productivity of the indi- 
vidual workman. Even when the 
inventory is kept at such a low level as 
to be useless as a factor balancing 
against labor force, labor forecasts 
should better the service to customers 
by anticipating production require- 
ments. 

The following cases are illustrative 
of this situation. While fundamentally 
the two companies are faced by a 
similar problem, the Lauralton Com- 
pany did not have a dependable sales 
forecast. Moreover, no effort was 
made to make a labor forecast as a 
means of assisting in the solution of 
their labor problem. On the other 
hand, the Walworth Company has 
developed an accurate method of fore- 
casting sales.. The Walworth Com- 
pany has further applied this sales 
forecast to the purpose of smoothing 
out labor requirements with very satis- 
factory results. 





"See Budgeting to the Business Cycle, by Joseph 
H. Barber, of the Walworth Company, Roaograph 
Library, No. 38, the Ronald Press Company, New 
York, 1925. 


Walworth Manufacturing Company 


The Boston plant of the Walworth 
Manufacturing Company produces pipe 
fittings, valves, and wrenches. It nor- 
mally employs approximately 1,100 
people and endeavors at all times to 
retain a minimum organization of 750 
people. It manufactures to stock and 
sells to a national, as well as to an 
export, market. 

The company’s central office, also in 
Boston, includes a statistician who fore- 
casts the company’s sales. These fore- 
casts have been surprisingly accurate, 
usually coming within 5% of the actual 
experience of the company subsequent 
to prediction. At the present time 
these estimates on a monthly basis are 
prepared six months ahead for each 
plant in terms of tons of product. 

Each month the executives of the 
Boston plant convert their lump ton- 
nage figure of predicted sales for the 
succeeding month into a lump tonnage 
figure for production, after considering 
the present inventory, financial require- 
ments of increased inventory, length 
and amount of the deviation of sales 
from normal, stability of labor force, 
and the like. The lump production 
figure for the succeeding month is then 
broken down into the lines of product, 
still on a tonnage basis, with considera- 
tion given to current inventory in each 
line, past sales, trend, and the like. 
The planning division further trans- 
lates these class tonnage figures into 
actual production orders or work 
orders for the plant to produce 
specified quantities of particular ar- 
ticles. 

The manufacturing departments are 
organized functionally rather than by 
lines of product, there being some 24 
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producing departments. In order to 
translate the predicted tonnage figures 
by lines of product into predicted man- 
hours of labor requirement for each 
department, it is necessary to build up 
departmental tonnage figures by adding 
the tonnage figures for all lines passing 
through each particular department. 
When to these departmental tonnage 
figures are applied the proper coefh- 
cients representing the ratio of men to 
output in the respective departments, 
the resulting figures show the personnel 
requirements necessary to get out the 
anticipated production, provided stand- 
ard efficiency is maintained. 

Obviously, the ratio of men to ton- 
nage in any one department may vary 
considerably according to the propor- 
tion of different classes of work. In 
recognition of this fact, tables have 
been prepared from which the proper 
multiplying factor can be taken for any 
combination of products included in the 
total tonnage of each department. 
These ratios of men to output, even for 
a single class of product in only one 
department, will vary with efficiency, 
and it is to be expected that they will be 
changed from time to time as new or 
more effective machinery or methods 
may be installed. 

From the man requirements as al- 
ready determined, an assignment of 
personnel quota is made for each de- 
partment. In making this assignment, 
there is further opportunity to stabilize 
employment. Although the company 
does not regularly resort to the use of 
overtime, it is a part of the labor con- 
tract in the Walworth plant that one 
hour of overtime may be called for at 
regular rates before time and one-half 
shall apply. If, then, the requirement 
for a department for the succeeding 
month should exceed the existing force 
by only a small amount and also the 








excess demand should appear to be 
temporary and no decrease in other de- 
partments offers a source from which 
to transfer suitable personnel, resort 
may be had to overtime in lieu of a 
temporary increase in personnel. Con- 
versely, a short week may be scheduled 
for the coming month so as to avoid 
releasing employees who will be needed 
in the near future. 

One copy of this assignment for the 
succeeding month is sent to the em- 
ployment office as advance information 
of any changes in level or grouping 
that are to be effected. No definite 
action either for reduction or increase 
initiates in the employment office, 
although leads on prospects may be 
sought in advance of an expected in- 
crease. When the advance assignment 
notice indicates a shift in personnel 
between departments, arrangements 
for transfer may be undertaken. This 
office employs only on specific requisi- 
tion from department heads. The em- 
ployment manager, however, is held 
responsible for the maximum utiliza- 
tion of present personnel through 
transfer before he is authorized to take 
on new men from his prospect lists. 

When taking on new men, the em- 
ployment manager makes use of filed 
applications for work that have been 
filled out by callers in the employment 
office. He asks reputable employees to 
recommend prospects. He may also 
communicate with the office of em- 
ployment of the Metal Trades Associa- 
tion and with the reputable employ- 
ment agencies that the company has 
found satisfactory. 


Walworth Features 


The Walworth Company, producing 
as it does for building purposes, is par- 
ticularly fortunate in being able to find 
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satisfactory and accurate indexes and 
guides to sales forecasting. The use of 
the sales forecast merely as a means of 
reducing delays in deliveries and better- 
ing service to customers would be to 
secure only a part of the possible 
benefits. 

It is apparent that real budgeting of 
labor can be secured only as a subsi- 
diary gain from the forecasting of 
sales. With sales predicted over a 
period in advance, some few months 
with a high degree of accuracy and still 
further ahead with diminishing ac- 
curacy, it is possible to develop a 
balance between the size of inventory 
and the labor force in order to meet 
sales requirements at the lowest cost to 
the company. 

The two principal variables are 
inventory and labor force. Absolutely 
level labor force would throw all 
fluctuations to inventory, involving a 
building up of inventory during low 
sales periods. High inventory would 
subject the company to high carrying 
charges as well as to the burden of risk 
of loss from possible value shrinkage. 

Conversely, if inventory is to be 
maintained at a constant low level, the 
full fluctuation in sales would be re- 
flected in the size of the labor force. 
This, too, is very expensive through 
lowered unit efficiency, although sav- 
ings through reduced size of inventory 
may more than offset it in an industry 
where prices are subject to wide fluctua- 
tions. 

Obviously, minimum costs and maxi- 
mum profits will accrue from a planned 
balance of both variables. In so far as 
sales forecasts can outline sales peaks 
and valleys both in quantity and time, 
they will permit the use of inventory of 
finished stocks or semifinished stocks 
as a reservoir to take up short peak 
demands with no more than a long- 
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time raise of small proportions in the 
productive force. This step alone, by 
avoiding taking on and training new 
men when confronted with an imme. 
diate sales demand which may prove of 
short duration and small amount, 
should mean a considerable direct say- 
ing. 

Strictness of control will, of course, 
hinge upon the accuracy and dependa- 
bility of the sales forecast. Slight 
increases in the general level of in- 
ventory should effectively meet wider 
margins of inaccuracy in sales forecast 
and permit the maximum of gains from 
labor control. 

The Walworth Company takes care 
of some fluctuations in production by a 
variation in the length and number of 
days in the productive week. Un- 
doubtedly some resistance by labor, 
both to the short week and to over- 
time without extra pay, will be encoun- 
tered when such a scheme is first 
installed. When it has been definitely 
established that the aim of the manage- 
ment is to insure steady employment, it 
is believed that a high degree of ap- 
preciation and cooperation will be given 
by labor. The inauguration of one 
hour of overtime at regular rates is 
comparatively new in the Walworth 
Company. The point was gained 
largely through the cooperation of a 
real Works Council and only after the 
company had practiced its policy of 
labor stability for a long time. 

The effect, then, which may be 
secured from a sales forecast and a 
budget of inventory and labor, should 
be to secure a close control of inventory 
and a high degree of stability of labor. 
Changes in level of inventory will be 
more sharp, but as a whole the size of 
inventory should be down in periods of 
prosperity or high prices and up during 
depression. This tendency in_ itself 
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should render some measure of safety. 
Changes of level in labor should be 
slow in character and long in duration. 
The resulting stability of employment 
and absence of frantic efforts to expand 
the force, often followed at an early 
date by summary dismissal of*the new 
members, should add greatly to the 
morale and efficiency of the organiza- 
tion. 

It is evident that the Walworth plan 
of budgeting labor is based on definite 
standards of efficiency. It is these 
standards from which the ratio of men 
to output is computed. By rigidly 
holding department heads to the 
assigned quotas of both labor and 
product, a check on efficiency appears 
each month. The effect of this system 
has been a steady increase in efficiency 
of labor with corresponding decrease 
in the man-output ratios. 

The Walworth Company, from the 
nature of its product, has been able to 
adopt a single unit for measuring 
production, the unit being weight. 
Such uniformity reduces somewhat the 
work involved in translating all 
planned production by product over to 
planned labor force. The Walworth 
Company, however, even with a com- 
mon unit of measure, has found it 
necessary to recognize differences in 
different classes of products by making 
up tables which show various combina- 
tions of classes of production in any one 
department. From these tables the 
resultant man-output ratio may be 
taken directly. 


The Lauralton Company 


The Lauralton Company manufac- 
tured and sold machinery. Of the 
product, 10% consisted of machines 
used in the manufacture of rope, binder 
twine, magnet coils, and insulated wire, 


and the remaining 90% of machines 
used in textile mills. The principal 
product—namely, textile mill ma- 
chinery—was divided into two basic 
types, each type being equipped with 
different standard attachments, accord- 
ing to the class of textile product to be 
manufactured. 

Although the Lauralton Company 
plant was located in a city of diversified 
industries, there was no supply of 
skilled labor of the requisite type; ac- 
cordingly the company was forced to 
train workers during periods when the 
plant was running close to capacity. 
Depending on the activity of the other 
plants in the vicinity, from 1 to 14 days 
were required to secure workers. 

The manufacturing departments of 
the Lauralton Company were organized 
according to the class of operation per- 
formed rather than according to the 
type of machine produced. Although 
1,500 men could be employed when the 
plant was operated at full capacity, in 
August of 1924 the employees of the 
company numbered only 961, divided 
departmentally as shown in Table 1. 

The average period of manufacture 
for the Lauralton products was from 
three to four months. All parts of the 
machine were manufactured to stock, 
leaving assembly as the only work to be 
performed after receipt of the cus- 
tomer’s order. The foundry, which 
housed the initial manufacturing opera- 
tion, was the first department to feel 
changes in the rate of production. 
From the standpoint of labor, the de- 
mand for molders always preceded the 
demand for lathe operators, which in 
turn preceded the demand for assembly 
workers. 

Highly skilled men were used as 
assembly workers, tool-makers, and 
foundry pattern makers. In the other 
departments, semiskilled workers pre- 
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Tasce I. ORGANIZATION OF DEPARTMENTS 
In AUGUST, 1924 








Number of 





Department Employees 
BOE 6 06 nc000s0k0ensebeas 58 
SET 650% sa6canseceuuen sen eee 18 
SED -oceswhanenkonseunss dacee 2 
PE vsesen ae enbaaleeeus beeen 37 
ED. 205 n00sunsdeben keenewen 25 
ey ee ge 31 
eer rene 10 
Engine Room and Construction... .. 24 
WONG ov ciccnnesebesbdakesacess 10 
PE oc cvsanee baaden acta 209 
CREED 605 sav ccvuvecneeesess 11 
6 Re eh meee 15 
PORE. 5. ccnenssudioweenepene 5 
SEED. ao nd noatace uae paakeee 44 
DAE. svolecsapahbias sh eaneneene 36 
PD: pedeanpabe lscesss pebet 22 
DE: pigcaadécsiweisnendon 18 
Millwrights and Electricians....... 10 
Ce Oe BBs 0.0.00 Fs pasea waved 110 
DE i awdeabestnveddaehnee’ 8 
Tn .. 6 oo wedes eames ae 19 
ED on dug os eebabedumeas 5 
Pc ccheniecéees nee mene in 8 
ere ae 19 
Stores, Worked Material, and Re- 

DEL. cavbieda ouduenenueseead 34 
Special Machine ...cccccccccsces 22 
Speed Lathe and Wire-forming.... 12 
DE swaeacvasasiecboamacduad 16 
Sweepers and Helpers............ 22 
RT GED: wean dhe necned'o we de 41 
WE. inewihas saves sehen 5 
a rere Serer rr 6 
RPP err ee eee ee 43 
Wn GD ones dedes cdevess aca 6 

MOOS : contnuevddes caaaed ae 961 





dominated. The training program for 
new employees was purely a matter of 
expediency. Such training as was given 
was under the direction of either the 
foreman or one of the experienced 
operators. Approximately one month 
was required to train new employees. 
In periods of depression the company 
endeavored to keep the foundry force 
intact by taking orders for outside 
jobbing work. Since increased activity 





for these outside concerns usually oc. 
curred at the same time that the de- 
mand for Lauralton production ad- 
vanced, and since outside work could be 
dropped only with a loss of good-will, 
the foundry carried a double load. 
Jobbing, then, was not entirely satis. 
factory as a cure for the difficulties of 
fluctuating labor demands in the 
foundry. 

Effort was made to avoid assembly 
force fluctuations by resort to transfer 
of employees. Lathe and _ milling. 
machine operators could be hired easier 
than could assemblers. In spite of all 
these efforts, overtime paid at the rate 
of time and one-half was necessary on 
each rise in production demand, and 
two to four weeks’ time was required 
to build up a complete force. 

Complete control over the personnel 
activities of the plant was vested in the 
employment manager. His functions 
included the hiring, transfer, and dis- 
charge of all employees. While his 
authority was final, he worked out his 
problems in cooperation with the fore- 
men and superintendents. He kept 
complete records of past and present 
workers employed by the company. A 
prospect file provided information on 
workers who either had been laid off or 
had recently applied for jobs. Com- 
plete job specifications were on hand to 
aid in the selection of applicants for 
employment. 

While the executives of the Laural- 
ton Company believed that an estimate 
of future sales would aid in reducing 
cost and in building up the service ren- 
dered to customers through prompt 
deliveries, no real attempt had been 
made to forecast sales. Records of 
orders for machines, both daily and 
monthly since 1920, were available. 
The company’s experience, however, 
indicated that salesmen could not fore- 
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cast future orders, and the matter had 
been dropped. 

Orders were received at the plant on 
short notice, and customers expected 
prompt deliveries. The policy of the 
company called for deliveries in three 
to four weeks, if possible. A large por- 
tion of the company’s sales to the tex- 
tile industry resulted not from a replace- 
ment of worn-out machinery but from a 
demand for machinery which would 
reduce manufacturing costs. New styles 
had an influence upon the demand for 
Lauralton machines, and it was style 
change that created a demand for dif- 
ferent attachments to the base ma- 
chines. Such orders were, in a sense, 
contingent on the ability of the com- 
pany promptly to put the new machin- 
ery and attachments in operation in the 
hands of the textile manufacturers. 

A portion of the sales were made to 
textile concerns that were building new 
mills. Even for these orders, prompt 
delivery was essential, for the reason 
that orders were not placed by the cus- 
tomer until the mill practically was 
completed and the standard types of 
textile machinery already had been in- 
stalled. 

Production schedules were deter- 
mined in consultation between the 
treasurer, the sales manager, the gen- 
eral superintendent, and the produc- 
tion manager. The unit of production 
was the spindle. Schedules were laid 
out for six months in advance under 
the guiding principle of maintaining 
production at the same rate as orders 
received. In the absence of a sales 
forecast, the production forecast was 
determined on a basis of past sales. 
The forecast for production in terms of 
spindles was then translated into a pro- 
duction schedule in terms of parts for 
both the base machines and the attach- 
ments. 
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Since all parts were manufactured to 
stock, a balance of stores system was 
used in the planning department to 
control the size of the inventory. When 
the established minimum limit on any 
part was reached, a manufacturing or- 
der was issued for the number of parts 
that was consistent with the predeter- 
mined rate of production. A change in 
production schedule brought forth a 
change in the minimum limits and size 
of the manufacturing lots. Production 
schedules were changed only when the 
executives were convinced that sales 
would continue in amounts greater or 
less than the number of machines being 
produced. They were, however, subject 
to revision on short notice on account 
of the suddenness and irregularity of 
the receipt of orders. 

The planning department had com- 
plete records as to the number of parts 
each machine tool in the factory could 
turn out. Machine tools were lined up 
by batteries. The planning department 
could translate the production schedule 
into the number of machine tools neces- 
sary, and then into the number of men 
necessary to operate these tools. The 
planning department kept daily records 
of unfilled orders by spindles, which 
records were available as far back as 
October, 1922. If the volume of un- 
filled orders increased, delivery dates 
were increased from three to as much 
as ten weeks until the labor force had 
been built up or overtime work had 
enabled the production department to 
catch up. 

The employment manager kept 
complete records, separated by depart- 
ments, of the labor turnover, the num- 
ber hired, transferred, resigned, dis- 
charged, and laid off. These figures had 
not been correlated with production 
figures nor with any figures indicating 
local business conditions. 
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In 1920 the employment office re- 
quired about seven days to fill positions 
with men who the employment man- 
ager thought would be permanent em- 
ployees. Such applicants were sought 
because the company had estimated 
that unless a man stayed with it six 
months it sustained a loss by training 
him. 

In 1924, at the time the desirability 
of forecasting labor requirements was 
discussed, a man having no previous 
experience could turn out only about 
75% of standard production during his 
first four weeks with the company. The 
overhead hourly rate charged against 
the company’s machines averaged $1. 
At this time two days were sufficient 
to obtain employees thought satisfac- 
tory by the employment manager. On 
the basis of these figures the company 
estimated that the cost of obtaining a 
fairly skilled operative ranged between 
$90 and $130, depending upon the con- 
dition of the labor market. 

These figures were derived as shown 


in Table II. 








Tasie II. Cost oF OBTAINING A FAIRLY 
SKILLED OPERATIVE 
| Boom 
Particulars 1924 Period 





1. One week’s wages out of the first | 
four paid—output 34 standard) $22.50 | $ 22.50 


75% production during first 


month, 1 week of 52 hours at $1 


2. Overhead not absorbed due to 
| 
| §2.00 


3. Overhead of machine idle while 


waiting for operatives during 
1924, 2 days x g hours at $1..| 18.00]........ 
During boom period, 6 days x 9) 


hours at $1....... 54.00 





$92.50 | $128.50 





As the sales department had not in- 
dorsed forecasting and no scientific work 
of that kind was attempted, the em- 
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ployment manager could not estimate 
future labor requirements. Frequent 
changes in the production schedules 
rendered them practically useless as a 
basis for estimating labor requirements. 
Consequently, the employment manager 
tried to speak to each department fore- 
man daily to ascertain his estimated 
requirements of labor; in filling vacan- 
cies the employment manager depended 
upon his files of approved applicants 
and upon names of employees who 
were laid off. 


Lauralton Features 


While the product of the Lauralton 
Company may not be so well suited to 
an accurate sales forecast as is that of 
the Walworth Company, yet it seems 
probable that even the Lauralton Com- 
pany can, by means of a statistical 
study, secure indexes which will lead to 
sales forecasts of reasonable accuracy. 

Even though assembly of the Lau- 
ralton product is done on order, such 
a sales forecast would permit of build- 
ing up production to meet demand 
rather than building up _ production 
after the demand is felt. This would 
greatly improve deliveries and service 
to customers. Most of the parts for 
Lauralton products, however, are man- 
ufactured for stock and to that extent 
offer a planned inventory as a possible 
balancing factor to the labor force. 

In the case of locomotive manufac- 
turers, street-car manufacturers, and 
others who produce only on order with 
no reservoir of finished stocks, they are 
robbed of inventory as a balancing fac- 
tor to smooth out labor requirements. 
Wherever the balancing factor of in- 
ventory is absent, no amount of sales 
forecasting can be used directly to se- 
cure labor stability. 

One apparent handicap under which 
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the Lauralton Company would labor in 
attempting to translate planned pro- 
duction by lines of product into depart- 
mental man-hour requirements for labor 
lies in the lack of a common unit of 
measure of the products. It is true that 
a considerable portion is based on the 
spindle as a unit, but the remainder 
has a diversity of units of measure- 
ment. 

This difficulty, however, seems more 
apparent than real. Even in the Wal- 
worth Company where a common unit 
of weight applies throughout, in build- 
ing the composite ratio of tonnage to 
man-hours for each department, recog- 
nition must be given to the fact that 
the labor requirements for each line in 
a single department probably differ 
considerably from those of other lines, 
and each must, therefore, be computed 
separately. Hence, difference in the 
unit itself would add little additional 
work to this computation. A simple 
blank form along the lines suggested by 
the table at the foot of this page would 
serve to translate the predicted figures. 

In this table the figures in the de- 
partmental columns are the product of 
the predicted quantities for the particu- 
lar line multiplied by the productive 
ratio of that line in that department. 
The total figures at the bottom show, 
by department, the predicted labor 
requirement for the succeeding period 
to get out planned production, provid- 


ing, of course, that the standard of 
labor efficiency is attained. 

Such a procedure presupposes the 
accumulation of sufficient production 
data to enable the company to set 
standards of efficiency, to determine 
personnel quotas, and to compute the 
ratio of quantity to man-hours for each 
line in each department. The Laural- 
ton Company already has such accumu- 
lated data. 


General Aspects 


This whole plan of periodically 
translating a departmental production 
quota to man-hour requirements puts up 
to the department heads the job of 
getting out the production quota with 
the prescribed amount of labor and 
throws squarely on their shoulders any 
responsibility for failure of accomplish- 
ment. This results in tremendous pres- 
sure to beat standard by a safe mar- 
gin, and as individual employee efh- 
ciency rises with stability of the labor 
force, it may reasonably be expected 
that standards of production will 
steadily increase and the ratio of men 
to output correspondingly decrease. 
Such, at least, has been the experience 
of the Walworth Company. 

In considering the two companies in 
this case, it is important to recognize 
the broader labor market offered by 
Boston to the Walworth Company. It 









































. . Labor Requirement in Man-Hours 
Lines of Predicted ; 
Product Amount Unit Dept. 1 Dept. 2 Dept. 3 Etc. Total 
A 750 tons ee Serer 375 | enh tee 1,875 
B 100 ae ree a | a | bekdtecey 500 
Cc 500 heads 250 1,500 100 | ee ee 1,850 
SD Pope eee ly. peta PEE sf ATR 4 Senet oy ER RS 
Total Man-Hours.............. 1,750 2,000 475 Rerts 45225 
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would seem reasonable to assume that 
the need for labor budgeting would be 
appreciably less where a greater sup- 
ply of skilled and semiskilled labor is 
at hand. Probably, however, the in- 
creased efficiency to be derived from a 
well-established system of labor budget- 
ing would be such that real expense is 
involved to the Walworth Company in 
absorbing new members and bringing 
them up to the high level in spite of 
previous individual experience. 


INVESTMENT OF 


‘THE problem of the investment of 
surplus funds above those needed 
for the current conduct of a business 
frequently arises. There are usually a 
variety of ways in which such funds may 
be invested, but the problem of choos- 
ing the best of them is no simple one. 
The purpose of this study will be to 
show how the surplus funds were han- 
dled by the Boothby Company and by 
Byrne Brothers Company, operating in 
different lines of business, and under 
varying financial circumstances. 


The Boothby Company 


The Boothby Company, located in 
the state of Massachusetts, produced 
heavy iron castings and other large 
foundry products. On June 30, 1924, it 
had $25,000 in surplus cash above cur- 
rent requirements. Inasmuch as sufh- 
cient cash was available for immediate 
needs, the use of this sum would not be 
required before October, 1924; but at 
that time it was desired to have these 
funds readily available again. Out- 
standing accounts payable of $15,000 
and further commitments for materials 
and expenses could be met satisfactorily 
by current returns from accounts receiv- 


Labor budgeting, like all other labor 
relation schemes, will depend for its 
maximum success on the spirit with 
which it is administered and the conse. 
quent reaction and cooperation of the 
labor force. It is not a panacea for 
labor troubles, but it does hold out to 
the employee one strong plea—namely, 
stability of employment—and by so 
much wins the employee to a greater 
degree of consideration for the troubles 
and desires of the company. 


SURPLUS FUNDS 


able which amounted to $300,000. The 
company disapproved of any plan of 
using surplus cash to purchase raw ma- 
terials in speculative quantities. 
Approximately $400,000 in 7% pre- 
ferred stock of the Boothby Company 
was outstanding. Although the issue 
was not listed on any stock exchange, 
the certificates were widely disseminated 
among security holders; recent private 
sales had been made at a price of $100 
a share. No bonded indebtedness ex- 
isted, but $50,000 was owed to banks. 
The vice-president considered four 
plans for disposing of the $25,000 sur- 
plus until needed in the fall of the year: 


1. Purchase of the company’s own preferred 
stock outstanding ; 

2. Purchase of prime 90-day commercial 
paper ; 

3. Purchase of tax-exempt bonds of selected 
types ; 

4. Payment of bank loans to the extent of 
the surplus. 


In making a choice among these plans 
the vice-president placed the most em- 
phasis upon the factor of immediate 
availability of the funds when they 
would be needed in October; the finan- 
cial return to be secured was considered 
to be of secondary importance. 
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If the preferred stock of the Boothby 
Company were purchased and held, the 
71% dividends on the $25,000 for the 
period would not have to be paid out 
but could be kept in the business; in 
eflect this would amount to a saving of 
$437.50 for the quarter. On the other 
hand, a quick sale of the stock in Octo- 
ber, when the company wished to realize 
the cash value, might be difficult to con- 
summate without reducing the market 
price of the stock. Such a contingency 
would reduce the capital value of the 
investment at the time of liquidation. 
If the stock were offered in amounts suf- 
ficiently small to minimize the risk of 
reducing the market price, the feature 
of quick liquidity which was desired 
would be lacking. 

On June 30, 1924, prime 90-day com- 


mercial paper was available to yield as 


high as 334%. An investment in this 
paper would yield approximately $234, 
which was less than could be obtained 
by the purchase of preferred stock and 
the consequent saving of direct outlay 
for dividends. This plan of investment 
in commercial paper would practically 
eliminate the risk of shrinkage in cap- 
ital value, however, and the element of 
quick liquidity was present. 

The Boothby Company considered 
tax-exempt securities, such as federal, 
state, and Farm Loan bonds, which were 
yielding about 4.7% on July 1, 1924; a 
return of approximately $293 for the 
three months’ period, which would be 
exempt from state income taxes, while 
the returns on the other investments 
considered would not be so exempted. 
Such bonds were readily marketable and 
could be bought at prices around 101 
and 102. The vice-president expected, 
however, that the prices would be re- 
duced by October, 1924. He reasoned 
that the increased seasonal business 
activity in the fall of the year might 
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bring about liquidation of tax-free 
bonds to provide ready cash, with a pos- 
sible resultant recession in the market 
price of such securities. Thus, in his 
opinion, the company faced a possibility 
of capital shrinkage if it purchased tax- 
free bonds. 

Credit lines were maintained con- 
stantly with three banks, and although 
it frequently had been necessary to have 
notes renewed on their due dates, the 
company always had maintained satis- 
factory relations with these banks. The 
rate of interest paid on the outstanding 
notes was 5%, which was slightly more 
than could be realized from the pur- 
chase of tax-free bonds. 

The interest paid on bank loans was 
included as a cost of doing business un- 
der the income tax law and, conse- 
quently, was deducted from profits. If 
$25,000 in bank loans were liquidated, 
therefore, the interest would be saved 
and the taxable net profits of the com- 
pany would be $312.50 larger. After 
the 12'4% tax on corporation profits 
was deducted, the net profits resulting 
would be about $273, as compared with 
a return of approximately $293 if the 
investment were made in tax-exempt 


bonds. 
Decision of the Boothby Company 


Although the greatest return on 
$25,000 during the three months could 
have been obtained by investing that 
sum in the company’s preferred stock, 
and although quick liquidation was pos- 
sible if the surplus were invested in com- 
mercial paper or tax-exempt bonds, the 
vice-president decided to use the $25,- 
000 to cancel the company’s bank loans 
to that amount. This policy was sound, 
in view of the vice-president’s wish not 
to use the credit lines more than nec- 
essary. Since it had sometimes been 
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necessary to secure extensions on notes 
when they had come due in the past, it 
was a good plan to demonstrate the 
company’s ability to liquidate loans with 
the $25,000 available. 

The liquidation of existing bank loans 
provided a foundation upon which fu- 
ture credit might be secured, and at the 
same time the essential feature of avail- 
ability of the funds when needed in 
October was practically guaranteed, 
without any danger of depleting the 
principal. The company’s bankers 
would be the more willing to extend 
future credit after past ability to liqui- 
date loans had been demonstrated. In 
comparison with the interest yields on 
bonds and commercial paper, or the 
possible return from dividends on pre- 
ferred stock, the saving in interest on 
the bank loan represented a very fair 
compensation to the Boothby Company. 


Byrne Brothers Company’ 


Byrne Brothers Company had been 
founded in Massachusetts as a depart- 
mentized specialty apparel store in 
1890, and had consistently maintained 
a reputation for a high quality of mer- 
chandise. The balance-sheet of the 
company for July 31, 1923, was as 
follows: 


BALANCE-SHEET, JULY 31, 1923 


Assets 

Cie .0ccdsstivenoreneae $ 673,100 
Accounts Receivable ....... 996,950 
DReTCROMEIE oo oc ccc ccccss 1,968,500 
Furniture and Fixtures..... 196,850 
Investments® ............. 1,193,800 
Real Estate and Building.... 711,200 

$5,740,400 

Liabilities 

Accounts Payable .......... $ 927,100 
Preferred Stock ........... 3,149,600 
Common Stock ........... 203,200 
DL es 0é40s saene sana 1,460, 500 

$5,740,400 


* Assumed to be securities, not in subsidiary companies. 





The purchases at cost and the sales 
at retail for the fiscal year 1922-1923 
(ending July 31), and the planned 
sales at retail for the fiscal year 1923. 
1924, were as follows: 




















Month | “atCost” | at Retail | at Rast 
1922-1923 1922-1923 1923-1924 

August... .| $610,000 |$ 495,000}$ 489,000 
September.| 825,000} 825,000) 826,000 
October...) 825,000 | 1,048,000} 1,054,000 
November.| 819,000 | 1,060,000} 1,067,000 
December .|_ 775,000 | 1,575,000} 1,588,000 
a. ..| 641,000] 933,000} 934,000 
ebruary..| 552,000| 673,000! 680,000 
March. ...| 902,000 | 1,035,000} 1,035,000 
April......| 813,000 | 1,009,000} 1,016,000 
Se §83,000 | 1,041,000} 1,041,000 
June sees §14,000 | 1,067,000) 1,067,000 
Re 203,000! 546,000! 552,000 





Purchases for the fiscal year 1923- 
1924 were expected to vary roughly in 
accordance with the planned sales, pro- 
vided market conditions remained 
steady. This had been in accord with 
past experience of the company, 
although the sales peaks lagged some- 
what behind the purchase peaks, as 
might be expected. Approximately 
25% of sales were normally on a cash 
or c.o.d. basis, and 75% were charge 
sales. It had been the experience of 
the firm that about 50% to 65% of the 
accounts receivable were paid each 
month. Byrne Brothers Company took 
all cash discounts offered, and in some 
instances prepaid bills after deducting 
interest at 6%. 

Cash balances were maintained at 
seven banks. One reason for this divi- 
sion of the cash account was the trea- 
surer’s conviction that it was desirable 
to have several banks acquainted with 
the financial condition of the firm. Fur- 
thermore, one bank was used as a de- 





*See also the Clearspring Department Store case 
in this issue. 
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pository for funds from which to meet 
expenses, several for funds from which 
to pay merchandise bills, and one or two 
for miscellaneous funds. 

The treasurer considered it advisable 
to borrow from banks for the purpose 
of financing the peak of purchasing and 
to invest the surplus funds which usu- 
ally were available during January and 
February. State taxes were based on 
the valuation of property and security 
holdings as of April 1, and _ since 
securities in which the treasurer usually 
invested were in the tax-exempt classi- 
fications, it was advisable to hold these 
until after April 1. The treasurer con- 
sidered that this policy of borrowing 
from the banks to finance large pur- 
chases and of investing surplus cash 
funds in securities permitted the fullest 
utilization of the firm’s credit and finan- 
cial resources. 

Although borrowings were expected 
to reach a peak of $190,000 in Novem- 
ber, 1923, it was desired to be clear 
from all bank loans on August 1, 1924, 
since the firm considered it desirable to 
be free from all bank indebtedness at 
least once each year. 

At the meeting of the board of direc- 
tors of Byrne Brothers Company in 
October, 1923, it appeared that there 
would be no early need of increasing the 
permanent surplus; consequently, all the 
expected earnings of the year were 
available for dividends. At this time 
the treasurer presented a new plan for 
the investment of the surplus funds 
above those needed for current uses. He 
anticipated that during January and 
February of 1924 surplus funds would 
be increased by $380,000. His experi- 
ence had been that interest rates after 
the first of the year were usually 34% 
to 1% lower than during October and 
November. Hence, surplus funds in- 


vested in January and February brought 





a substantially lower yield than could 
have been obtained on similar amounts 
invested during the previous October. 
He proposed, therefore, to purchase in 
October, 1923, $380,000 of United 
States Treasury Certificates of June 1, 
1924, and September 1, 1924, maturi- 
ties, in such amounts that the yield 
would average 4.6%. A loan of this 
sum from the banks, obtainable at 5%, 
could be paid off in January or Febru- 
ary when the surplus of cash was real- 
ized. This would make the total bor- 
rowing of the firm $570,000 for a time, 
as $190,000 would be needed to finance 
peak purchases in November. 


Decision of Byrne Brothers Company 


The treasurer of Byrne Brothers 
Company purchased the United States 
Treasury Certificates in accordance with 
his proposal. Although there was a 
possibility that the actual sales of the 
store might decline to a point below 
that of the estimated sales, this was not 
a serious objection, for merchandise 
purchases would probably be curtailed 
also under such circumstances. The 
plan of borrowing from the banks so 
that surplus funds soon to be available 
might be invested outside of the business 
where they would yield a better return 
was fundamentally sound, but the secu- 
rity chosen for the investment was not 
suited to the circumstances. 

The treasurer’s statement that inter- 
est rates after the first of the year were 
usually 34% to 1% lower than in Octo- 
ber and November, while quite true for 
short-time commercial loans, does not 
apply to the yield on Treasury Certifi- 
cates. It did happen that in the pres- 
ent case the yield on Treasury Certifi- 
cates dropped .6% between October 26, 
1923, and February 1, 1924, but this 
was due to a general weakening in 
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money rates, and could not be counted 
upon as a seasonal occurrence. There- 
fore, while the treasurer’s purchase 
might have netted Byrne Brothers 
Company $1,159 or $1,673 extra (de- 
pending upon whether an interest drop 
of 4% or 1% was avoided on the 
Treasury Certificates after the first of 
the year) if his assumption as to the 
movement of interest rates had been 
sound for this class of securities, the 
transaction could not have netted the 
company more than $850 extra under 
the actual circumstances that transpired. 
Furthermore, the ability to repeat this 
comparatively small net gain in the 
future would be questionable. On the 
other hand, more satisfactory results 
might have been obtained by investing 
the surplus funds not only in another 
type of security, but also more perma- 
nently. 


Credit Aspects 


Byrne Brothers Company was in a 
strong financial position, as shown by 
the balance-sheet of July 31, 1923. All 
previous borrowings had been liqui- 
dated, and the ratio of the current assets 
exclusive of inventory to current liabili- 
ties was 3:1. The past policy of the 
firm of liquidating all of its bank loans 
at least once each year, together with 
its strong current position, furnishes an 
excellent basis for future credit; and 
since the peak of borrowing for the sea- 
son was not expected to be over $190,- 
000, the firm would have a wide margin 
of credit that it would not ordinarily 
use. On the basis of the July 31, 1923, 
balance-sheet, the company ought to be 
able to obtain maximum aggregate 
credit lines of approximately $2,500, 
ooo if the figures are based upon sound 
values. This amount of credit would 
probably never be required at one time. 
The position, as shown by the balance- 


sheet, would not have been materially 
changed by the end of October, 1923, 
when the treasurer’s proposal was 
made, for sales (at retail) would have 
run about $100,000 ahead of the pur- 
chases (at cost) on the basis of past 
records; this had been the case in 1922, 
and the planned sales for the months 
of August, September, and October 
were almost identical in the aggregate 
for 1923 (as shown by the previous 
tables). 

The number of bank balances should 
be reduced from seven to a maximum of 
four or five, so that larger credit lines 
may be maintained at a fewer number 
of banks. The maintenance of seven 
bank accounts is not justified merely as a 
means of -acquainting the bankers with 
the financial condition of the firm, or 
for the purpose of keeping various 
funds separate. 

More extensive use of the firm’s po- 
tential credit lines should be made in 
order to prepare for the future require- 
ments of the business. The banks 
should be led to become accustomed to 
making much larger loans to this com- 
pany than a maximum of $190,000, so 
that in the future, when larger loans 
might be essential at short notice, the 
bankers would not hesitate to grant 
them. 


Justification of Immediate Investment 


Apparently profits have piled up in 
this business to the point where Byrne 
Brothers Company now has an excess of 
capital above that which can be used 
profitably and efficiently in its trading 
operations, and above that which is 
needed for the permanent surplus 
account. Since it is assumed that no 
retirement of stock is desired, these 
funds should be used to purchase some 
type of security where the return will 










































be greater than the earnings on the 
funds while they are retained in the 
business. Only sufficient working cap- 
‘tal should be kept to provide for the 
normal financial requirements; peak 
requirements should be met by borrow- 
ing from the company’s banks. On this 
principle, Byrne Brothers Company 
should immediately seek to place its sur- 
plus funds in some outside investment. 


Choice of Investment 


The treasurer of Byrne Brothers 
Company had confined his recommenda- 
tion to but one type of security, United 
States Treasury Certificates. These 
would have been a safe, conservative 
investment, with the feature of tax 
exemption, but there are three reasons 
why they were not best suited to the 
firm’s investment needs. In the first 
place, the treasurer had no real grounds 
for his belief that the yield on Trea- 
sury Certificates would usually decline 
substantially after the first of the new 
year. In the second place, an invest- 
ment yielding a greater net return could 
have been made. Finally, the Treasury 
Certificates would have matured in 8 
and 11 months, whereas the surplus of 
$380,000 could well have been perma- 
nently invested. It might also be added 
that this company did not need the 
highest degree of safety, such as gov- 
ernment securities embody, for the firm 
could afford to take some risks in return 
for a higher rate of return. 

Tax-exempt bonds would resemble 
Treasury Certificates, except that they 
would have longer maturities; if taxable 
bonds were purchased, their net return 
after state and federal taxes would have 
been quite a little higher than the yields 
on Treasury Certificates. In addition, 
bonds as a class would have had some 
chance for appreciation in principal if 
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purchased in October, 1923; but this 
appreciation was not as great as that to 
be secured through investment in an- 
other type of security. 

By retaining sufficient funds for all 
normal requirements and by depending 
upon the banks for financing peak needs, 
the firm could have safely invested the 
surplus of $380,000 in good common 
stocks of corporations chartered in 
Massachusetts. Most common stocks of 
such domestic corporations were tax- 
exempt for holders within the state. In 
this way the April 1 tax problem would 
be met even better than by investment 
in Treasury Certificates, for a materi- 
ally larger return would be secured. 
There would also be a good chance for 
appreciation of the principal invested; 
at the time that the funds were to be 
invested, common stocks were selling at 
relatively low prices, and reliable indi- 
cations pointed to a general advance. 

The amount to be invested by Byrne 
Brothers Company, through its trea- 
surer, would permit the purchase of a 
well-diversified group of stocks. It 
might be objected that the treasurer 
was not in a position to invest wisely in 
common stocks. The size of the avail- 
able fund was such, however, that he 
could profitably employ some reliable 
investment counsel to advise him as to 
which stocks to select. A sufficient 
variety of stocks could be purchased to 
insure safety of the principal. This in- 
vestment should not be shifted fre- 
quently, although changes might be 
made where individual stocks showed 
unquestionable signs of weakness. It 
is to be emphasized, however, that the 
investment is to be looked upon as one 
where the excess funds have been prac- 
tically permanently placed so that they 
can yield a larger return than is pos- 
sible from their use within the business. 
Nevertheless, they would be a source of 
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quickly available funds in case of an 
emergency. 


Contrast of the Two Cases 


Several fundamental contrasts are 
presented in the Boothby Company and 
Byrne Brothers Company cases. The 
different types of business engaged in 
by the two firms are reflected in their 
financial policies. In the first place, the 
departmentized specialty apparel busi- 
ness of Byrne Brothers Company is sub- 
ject to greater possibilities of inventory 
depreciation than the foundry business, 
and therefore the former must have a 
proportionately greater cash reserve. 

In the second place, the Boothby 


Company was apparently making fre-. 


quent and extensive use of its credit 
line, and when the surplus funds became 
available the logical use for them was 
to reduce the volume of outstanding 
bank loans. Only sufficient funds were 
invested in the business to take care of 
its normal current needs. Conversely, 
Byrne Brothers Company had an excess 
of liquid funds which it could perma- 
nently invest outside the business, meet- 
ing peak requirements by borrowing at 
the banks where the total potential 
credit of the firm was utilized to but a 
small degree. Furthermore, it was de- 
sirable to have the bankers become 
accustomed to granting larger credit 
accommodation to Byrne Brothers Com- 
pany, as this would be valuable in the 
future if ever needed. 

The Boothby Company was primarily 
concerned with the immediate availabil- 
ity of the surplus funds when they 
should be needed in the following Octo- 
ber, and the rate of return to be secured 
was of secondary importance. On the 


other hand, Byrne Brothers Company 
should have been primarily interested in 
securing a greater return than the use of 


the funds in the current business opera. 
tions would permit, together with appre. 
ciation of the principal invested, if pos. 
sible. Byrne Brothers Company did not 
contemplate the permanent investment 
of its surplus funds, whereas it could 
safely follow that policy; and the best 
opportunity for a good current return, 
together with a chance for appreciation 
of principal, lay therein. It is a good 
policy to utilize credit lines temporarily 
and reasonably when other funds can 
thereby be invested at a greater rate of 
return than the cost of bank loans. 
The tax problem was merely an inci- 
dental one for the Boothby Company, 
but Byrne Brothers Company was much 
concerned with reducing the volume of 
its taxable property and _ securities. 
Byrne Brothers Company put too much 
emphasis on the tax problem, however, 
and proposed investing in United States 
Certificates for their tax-exempt feature 
only, without considering other equally 
advantageous investments yielding a 
materially larger return. If Byrne 
Brothers Company had not been situ- 
ated so that such tax-exempt common 
stocks could be obtained, it is question- 
able whether it would have been wise to 
borrow from the banks so that the in- 
vestment of the surplus funds could be 
made; Treasury Certificates would have 
had a very small prospective margin of 
profit, and tax-exempt bonds, except 
those having very short maturities, were 


expected to decline in the months fol- 


lowing the investment. 
Finally, the amount of funds available 
for investment by Byrne Brothers Com- 


pany was large enough so that a well- 
diversified list of common stocks tax- 
exempt in Massachusetts could be pur- 


chased. This was not true in the case 
of the Boothby Company, even if per- 
manent investment of its funds had been 
desirable. 
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LEGAL DEVELOPMENTS SIGNIFICANT 
IN BUSINESS’ 


LEGAL STATUS OF NON-CUMULATIVE 
PREFERRED STOCK 


stock, from the standpoint of 

the investor, is an unsatisfactory 
form of security, because of the indefi- 
niteness of the holder’s claim to divi- 
dends, and because of the litigation 
which may arise from the proper or 
improper use of earnings by the direc- 
tors. These features discourage accep- 
tance of non-cumulative preferred stock 
by the public. This kind of stock has 
been used for reorganization purposes, 
for it serves to reduce fixed charges at 
a time when heavy annual payments 
would be embarrassing. The undesir- 
ability of non-cumulative preferred stock 
is shown very clearly in the recent case 
of the Southern Railway Company, 
tried in the Law and Equity Court of 
the City of Richmond, Virginia, in 
which some holders of the 5% non- 
cumulative preferred stock sued the 
company for the payment of past divi- 
dends. 


Necks ULATIVE preferred 


History of the Case 


In 1894 the Southern Railway came 
into existence as a corporate body 
through the reorganization of the Rich- 


“In this department of the April issue, in an 
article entitled “The Right to Refuse to Trade,” 
we had occasion to refer to R. H. Macy and Com- 
pany in a way that seemed to it negligent of the 
purpose of its pricing policy. Such was not our 
intention, for we recognize the sincerity of the 
company’s “conviction that the purpose of distri- 
bution is to place the products of the producer 


and its subsidiary lines, which had failed 
to show a profit on operations. As a 
result of this reorganization, the hold- 
ers of bonds in the old company were 
called upon to exchange their securities 
for non-cumulative preferred stock. At 
the same time 1,200,000 shares of com- 
mon stock were issued. 

Dividends on the preferred stock had 
not been maintained at the full rate of 
5%, and the complainants argued that 
about $23,000,000 had been wrong- 
fully withheld from the preferred stock- 
holders and applied to corporate pur- 
poses. The preferred stock dividend 
rate has varied from 1 to 5%, and in 
some years dividends have been passed 
altogether. In 1923 the net earnings’ 
of the company amounted to $15,000,- 
000, the largest sum earned up to that 
time in any single year, and the board 
of directors declared dividends of 5% 
on both the preferred and common 
stocks. The action of declaring a divi- 
dend on the common stock was opposed 
by the holders of the preferred stock 
on the grounds that there were arrears 
of dividends on the preferred stock 
which should be paid off before the 
common stockholders could receive 


dividends. 





and manufacturer in the hands of the consumer at 
as low a mark-on as is consistent with fair 
profits, fair wages, and good service.” 
(Signed) SrupenT Eprror1aL Boarp 
*“Net Earnings” means the balance of income 
over charges, and it is the amount which is 
available for surplus and preferred and common 
dividend requirements. 
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Complainants’ Argument 


The main contention of the complain- 
ants was that the preferred stock is 
entitled to a preference up to 5% if 
earned by the company in any year. 
Although the preferred stockholders 
may receive no dividends out of the 
earnings of any year, because of the 
failure of the board of directors to 
declare them, yet the accumulation of 
such unpaid dividends or withheld 
earnings prevents a declaration of divi- 
dends on the common stock until this 
accumulation has been paid. The com- 
plainants interpreted the word “non- 
cumulative” to mean that the preference 
is restricted only to the extent that un- 
earned dividends can never be fastened 
on the profits of succeeding years. 

It was also maintained by the com- 
plainants that it was the intention of 
the framers of the charter and of the 
reorganizers to give the preferred 
stockholders a direct claim upon the 
earnings of the company, independently 
of the year in which they might have 
been earned and as they had accumu- 
lated. The complainants analyzed the 
charter provisions in the light of other 
writings and the circumstances sur- 
rounding the issue of the stock, and 
showed that the holders of the original 
bonds had made a great sacrifice by 
accepting the preferred stock, and that 
they had done so because of the pros- 
pct held out to them of receiving a 
standing claim upon the company’s earn- 
ings. 

Defendants’ Arguments 


The Southern Railway Company 
insisted that the preferred stockholders 
were only entitled to such payments as 
were authorized by the board of direc- 
tors out of the earnings of any one year. 
When earnings were used for corporate 


purposes and dividends were passed in 
that year, then the preferred stock. 
holders lost any claim that the dividend 
so passed should be paid from the 
earnings of future years. Finally, the 
charter permitted the board to declare 
dividends to the common stockholders 
out of the earnings of any one year 
when the earnings of that year were 
sufficient to pay off the preferred stock. 
holders their full dividend and to leave 
a surplus. The company contended that 
it had the authority to pay, and only 
purposed to pay the common stockhold- 
ers a dividend out of the earnings of 
any one year considered by itself. 


Judicial Argument and Decision 


The judge stated that the board of 
directors of a corporation usually con- 
trolled the disposal of net earnings as 
they deemed fit for the proper conduct 
of the business, and that their judgment 
must be accepted unless fraudulent or 
oppressive. His decision was based, in 
the main, on the accepted difference 
between cumulative and non-cumulative 
preferred stock, modified by the inten- 
tion conveyed in the language and con- 
text of the provision in which the pre- 
ferred privileges were conferred. 

For the examination of the meaning 
of “cumulative” and ‘“non-cumulative”’ 
and of the charter in which preferential 
rights were given to the preferred stock- 
holders, the judge used the legal opin- 
ions of about 1894. He did this because 
the stock had been issued in that year, 
and the draftsman of the charter from 
his method and phraseology must have 
been guided by the prevailing legal inter- 
pretation of his time. Believing that an 
examination of previous decisions and 
of the charters of the companies affected 
would be a very detailed and lengthy 
process, the judge accepted the conclu- 
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sions of the eminent legal writers of the 
period, whose opinions, he thought, 
were correct. 

The authorities quoted were Thomp- 
son, Machen, and Cook. The general 
conclusion derived from them was that 
the word ‘“‘cumulative” means that divi- 
dends which might be paid out of earn- 
ings, but which are not so paid, shall be 
carried over from year to year and 
must be paid eventually before divi- 
dends can be paid to the common stock- 
holders. ‘“‘Non-cumulative” means that 
the right to the dividend is measured by 
the action of the board of directors in 
any one year, and the failure to declare 
the dividend in any one year prevents 
it from accumulating in subsequent 
years as a further charge upon the 
earnings of the company then existing 
or subsequently acquired. 

The charter, however, may contain 
provisions to show that the intention in 
regard to the non-cumulative clause is 
otherwise. For example, the charter may 
allow or require the accumulation of net 
profits in the way of a surplus fund with 
a view of insuring the payment of divi- 
dends to the preferred stockholders. 
This company’s provisions as to the 
preferred stock which affect the issue 
in this case are as follows: 


The preferred stock is entitled to the fol- 
lowing preferences and to no other, namely: 

In each and every fiscal year after the first 
of July, 1895, to receive non-cumulative divi- 
dends at and up to the rate of 5% per annum 
in preference and priority to the payment of 
any dividend on the common stock in such 
fiscal year, but only from the net profits of the 
company as such shall be fixed and determined 
by the board of directors, and only when and 
as such board shall declare dividends there- 
from; but, notwithstanding the preference 
hereby declared, if, after providing for the 
payment of dividends for any fiscal year on the 
preferred stock outstanding in such year, there 
shall remain a surplus of net profits of such 
year, the board of directors may declare and 


pay dividends upon any other stock of the 
company for such year out of such surplus net 
profits. 


This charter was held by the judge 
to contain no grounds for saying that 
the holders of the non-cumulative pre- 
ferred stock had any claim upon the 
earnings of any years for the payment 
of dividends which had been passed. 

In regard to the complainants’ argu- 
ment based on the spirit of the reorgan- 
ization and acceptance of the preferred 
stock by the bondholders, the judge did 
not consider that these facts should be 
permitted to overthrow the contractual 
arrangements actually entered into be- 
tween the preferred stockholders and 
the corporation. The period of reor- 
ganization was one of extreme financial 
panic, and the future of the railroad 
system was doubtful, so that it was 
probable that the company would have 
to use its earnings for corporate pur- 
poses, and that borrowing of money 
from outside sources would be im- 
possible. 

The contract here did not give the 
preferred stockholders a fixed dividend 
chargeable upon the profits of each and 
every year, irrespective of a declaration 
of dividends by the board, and hence 
there was no obligation to the preferred 
stockholders for a percentage of the 
earnings made, and not paid, in any 
one year. 

In conclusion, the judge stated that 
when the company failed to declare 
dividends for the benefit of the pre- 
ferred stockholders in any year in which 
earnings were sufficient for that pur- 
pose, and in good faith used those 
earnings for corporate purposes, the 
stockholders then forfeited all claim to 
present or future earnings for the pay- 
ment of past dividends. This company 
had apparently put the earnings so 
withheld into betterments, and the fact 
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that the net earnings of the road were 
carried on the books under the head of 
“profit and loss” and had reached a 
large sum by 1924, had not changed the 
character of that account, whether it 
was designated “working reserve,” or 
“surplus,” or “profit and loss.” Those 
earnings were merely a book account 
and represented betterments, improve- 
ments, and the general reinvestment of 
earnings for corporate purposes. 

A final decree was entered in favor 
of the defendants. 


Comparisons with Similar Cases 


There were two other leading cases 
dealing with non-cumulative preferred 
stock, which were cited during the pro- 
ceedings. The first of these, the case 
of the N.Y., L.E. & W.R.R. Company® 
was brought up before the Supreme 
Court of the United States, and the 
decision was given against the preferred 
stockholders. Non-cumulative preferred 
stock had been issued in the reorgan- 
ization of the Erie Railway Company, 
and the provisions of the preference 
were, “‘a rate of 6% per annum in pref- 
erence to the payment of any dividend 
on the common stock, but dependent on 
the profits of each particular year, as 
declared by the board of directors.” In 
1880 there had been net profits, but no 
dividends were declared, and the surplus 
earnings were put back into corporate 
uses. The preferred stockholders sued 
the company, demanding the payment 
of dividends for that year. There was 
no accumulation of unpaid dividends in 
this case, but the principles involved 
were very similar to those of the South- 
ern Railway case. The court decided 
that the payment to the holders of pre- 


* Nickals v. N. Y., L. E. @ W. R. R. Company, 
119 U. S. 296, 7 S. CT. 209, 30 U. S. (L. ed.) 363. 
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ferred stock was a dividend “‘as declared 
by the board of directors,” and was non. 
cumulative because ‘“‘dependent on the 
profits of each particular year,” and was 
not to be fastened on the profits of 
future years. It was also stated by the 
court that the directors of such corpora- 
tions, because of their knowledge and 
their opportunities to become acquainted 
with the problems of operation, were 
better fitted than the stockholders to 
determine the disposal of surplus earn. 
ings. The actions of the directors were 
controlled to a certain extent by the 
company’s charter and by the courts in 
the event of bad faith, but otherwise 
the directors were to be assumed to have 
entire control of the company. 

In 1924 a seemingly opposite decision 
was returned by the courts of New 
Jersey in the case of the United States 
Cast Iron Pipe and Foundry Company.‘ 
This decision was to the effect that divi- 
dends on non-cumulative preferred stock 
might constitute a claim upon earnings 
in subsequent years. Such accumulation 
of unpaid dividends became an obliga- 
tion to be discharged before dividends 
on the common stock could be declared, 
and the unpaid dividends were in the 
nature of “withheld earnings.” The 
conflicting opinions of the New Jersey 
and Virginia courts are attributable to 
the existence of a statute in New Jersey. 
This statute, a general corporation law, 
permits a corporation to accumulate and 
set apart a surplus or reserve fund from 
earnings to meet dividends on the pre- 
ferred stock, whether it is cumulative or 
non-cumulative. The courts then tend 
to give preferred stockholders a claim 
upon the corporation for payment in the 
share of dividends whenever earnings 
are made. 

‘Moran v. U. S. Cast Iron Pipe and Foundry 


Company, 95 N. J. Equity, 389 (1923); affirmed 
N. J. Advance Reports, 1431 (October 20, 1924). 
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Conclusion 


There are two main questions in this 
problem of non-cumulative preferred 
stock. The one is—does the right of 
preference depend upon the declaration 
of dividends by the board of directors; 
and the other—does the existence of net 
earnings automatically give the pre- 
ferred stock a right to dividends either 
now or in later years? 

The popular lay view* is that divi- 
dends not declared can never be recov- 
ered, and this is the view favored by 
the courts of Virginia. ‘Cumulative”’ 
is ordinarily interpreted to mean that 
dividends can never be passed entirely 
but must be paid some time, while the 
interpretation of ‘‘non-cumulative” is 
entirely opposite—dividends on this 
kind of stock must be paid at the time 
or lost for ever. 

It is maintained, however, that the 
more reasonable interpretation for the 
investor® is that “non-cumulative”’ shall 
only limit dividends to the amount of 
earnings for any one year and up to the 
amount of preference. If it is desirable 
to put these earnings back into the busi- 
ness, then the holders of such stock shall 
have a prior claim upon earnings in 
future years until that claim has been 
paid off. Expansion policies or the need 
for an increased surplus during years of 
depression frequently require the reten- 
tion of earnings in the business. Such 
a step is decided upon by the board of 
directors, who are usually competent, 
and who have necessary information to 
come to that conclusion. The power 
to determine the disposal of earnings 
should rightly be left in the hands of 
experts, but it is not just that the earn- 
ings, which otherwise would have gone 





*See Virginia Law Review, (1923) 553 (May, 
1925). 
“See 23 Columbia Law Review, 358, article by 
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to the holders of preferred stock, should 
be lost to them and the future benefits 
of an expanded business go to the hold- 
ers of common stock. The losses of the 
holders of non-cumulative preferred 
stock in the Southern Railway Company 
illustrate this injustice. Dividends are 
now being paid on the common stock of 
that company at the rate of 7% per 
annum, partly through the agency of the 
earnings withheld from the preferred 
stockholders in past years and used to 
expand the system, thereby increasing 
its earning capacity. Of course, the 
improved conditions in the South have 
had a great deal of influence in the 
prosperity of this railroad, but the with- 
held earnings helped the company at a 
time when money was hard to borrow. 

There is no stock on the market at 
present which has a prior claim upon 
net earnings, which is limited by net 
earnings. Cumulative preferred stock 
has a prior claim upon dividends, but 
those dividends may be greater than the 
earnings during any one year. New 
Jersey recognizes the right of non- 
cumulative preferred stock to dividends 
out of earnings, irrespective of the 
declaration of dividends, but the more 
usual understanding is that non-cumula- 
tive dividends once passed are lost. The 
non-cumulative preferred stockholders 
supply funds to the company, they have 
a prior claim upon assets in the event of 
liquidation, but their prior claim upon 
dividends is only nominal when earnings 
have to be ploughed back into the 
business and cannot be _ disbursed. 
These stockholders take a risk almost 
comparable with that of the common 
stockholders, and they should receive 
dividends accordingly. 

Until statutory law and organization 





A. A. Berle, Jr., on “Non-cumulative Preferred 
Stock” for a legal view-point favoring this inter- 
pretation. 
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charters are so framed as to give non- 
cumulative preferred stock a permanent 
claim upon earnings of each year as 
made and up to the amount of the pref- 
erence, the investor is better advised to 
put his money into common stock. Here, 
at least, he will get the benefit of in- 


creased earning capacity. At present, 
states conflict in their laws on the sub- 
ject, and there is much uncertainty— 
even in states like New Jersey—as to 
the rights of non-cumulative preferred 
stock. On the whole, therefore, this 
type of stock is unsatisfactory. 


LEGAL RESPONSIBILITIES OF AUDITORS 


A the practice of employing inde- 
pendent auditors becomes more 
general, questions are constantly arising 
as to their legal responsibilities to 
clients. Although there are numerous 
English cases dealing with the rights 
and privileges of the members of this 
profession, the number of decisions on 
such matters in this country is surpris- 
ingly small. Because of this very fact 
it is, at the present time, difficult to draw 
definite conclusions; but a review of 
English decisions, which often serve as 
precedents to our courts, and of the few 
reported American cases should throw 
some light on the future trend of legal 
opinion on this phase of public accoun- 
tancy in the United States. 


Confidential Relationship to Client 


Although the present statutes specifi- 
cally include only doctors, lawyers, and 
ministers, it appears that the general 
doctrine of confidential communications 
should apply also to auditors. Under 
this doctrine no one is legally permitted 
to divulge the nature or content of con- 
fidential communications which he may 
receive in the course of his professional 
practice. 

There can, of course, be little doubt 
that the relationship between the audi- 
tor and his client is to a high degree 
confidential. Since this is true, the ac- 


countant legally has no right to disclose 
without the permission of his client any 
such confidential information to a third 
party. Should he wilfully or negligently 
reveal such confidential information, 
and as a result thereof injure his client, 
it is probable that the latter could 
recover damages. There are, however, 
up to the present time no recorded 
decisions in cases of this kind against 
members of the accounting profession. 

On the other hand, it must be 
borne in mind that, if auditors bear 
the restrictions of this doctrine, they 
undoubtedly should have the same 
privileges as do those who are specifi- 
cally mentioned in the existing statutes. 
Thus, an accountant might well expect 
to be upheld by the courts in severing 
connections with his client should he 
feel, because of confidential informa- 
tion received, that his position was no 
longer compatible with reasonable pro- 
fessional ethics or personal integrity. 
In case of withdrawal under such cir- 
cumstances, however, the auditor would 
still be bound by common law not to 
disclose to outsiders the cause of his 
withdrawal or any confidential infor- 
mation received prior thereto. 


The Extent of the Audit 


Although no American cases could 
be found which have fully defined the 
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limits of verification necessary for an 
audit, three English cases have set up 
precedents which the courts of this 
country may at some time have occa- 
sion to follow. In the London and 
General Bank case ([1895] 2 Ch. 673) 
the court gave its stamp of approval 
to the right of accountants to draw a 
conclusion from test checks, by saying: 

Where there is nothing to excite suspicion, 
very little inquiry will be reasonable and 
suficient; and in practice, I believe, business 
men select a few cases haphazard, see that 
they are right, and assume that others like 
them are correct also. 


An English auditor, furthermore, is 
not legally required, in the performance 
of his duties, to seek any information 
outside of the books and records of his 
client. In the case of Jrish Woolen 
Company, Ltd., v. Tyson et al., (Acct. 
L.R., 1900, p..13) the court expressed 
the following opinion: 

He (the auditor) is entitled to see the 
company’s books, and the materials for their 
books, and also to ask for explanations. But 
he is not called upon to seek for knowledge 
outside of the company, or to communicate 
with customers or creditors. 


In other words, it would not appear 
necessary under English law for an 
auditor to ask for confirmations of 
open accounts, payable or receivable, in 
order to verify their accuracy. In this 
country, however, it is the generally 
accepted practice for auditors to circu- 
larize the open accounts of their clients. 
For this reason it is doubtful whether 
the courts would admit the above case 
as a precedent. 

The duties of the auditor, however, 
do not consist of a mere verification 
of the mathematical accuracy of his 
client’s accounts. In the case of Leeds 
Estate Building and Investment Society, 
Ltd., v. Shepard ({1887] 36 Ch. 787) 
the court held: 
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That it was the duty of the auditor in 
verifying the accounts of the company not 
to confine himself to verifying the mathe- 
matical accuracy of the balance-sheet, but to 
inquire into its special accuracy, and ascer- 
tain if it contained the particulars specified 
in the articles of association and was properly 
drawn up to contain a true and accurate 
representation of the company’s affairs. 


Negligence on the Part of Auditors 


Auditors, like others who hold them- 
selves out as skilled in their profession, 
are legally bound to exercise in the 
performance of work undertaken the 
average skill, ability, and diligence of 
those engaged in that profession. 
Cooley on Torts (2d. Ed. p. 277) 


states the following opinion: 


Every man who offers his services to an- 
other, and is employed, assumes the duty to 
exercise in the employment such skill as he 
possesses with reasonable care and diligence. 
In all those employments where peculiar skill 
is required, if one offers his service, he is 
understood as holding himself out to the 
public as possessing the degree of skill com- 
monly possessed by others in the same employ- 
ment, and if his pretensions are unfounded, 
he commits a species of fraud upon every 
man who employs him in reliance on his pub- 
lic profession. But no man whether skilled 
or unskilled undertakes that the task he as- 
sumes shall be performed successfully and 
without fault or error. He undertakes for 
good faith and integrity, but not for infalli- 
bility, and he is liable’ to his employer for 
negligence, bad faith, or dishonesty, not for 
losses consequent upon mere errors of judg- 
ment. 


In view of the opinion quoted, it 
seems that a client who has sustained 
losses resulting from a lack of reason- 
able diligence and skill on the part of 
the auditor might bring suit for dam- 
ages in tort on the grounds either of 
fraud or of negligence. Recorded cases 
of action brought in tort against audi- 





* Italics ours. 
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tors have, however, been invariably on 
the latter charge. 

In Smith v. London Assurance Cor- 
poration (96 N.Y. Supp. 820), a case 
in which no other special circumstances 
appear to have tinged the opinion of 
the court, the auditors were held liable 
for the full amount of the sums embez- 
zled, as a result of their negligence. In 
this particular case independent audi- 
tors were employed to make a period- 
ical verification of the accounts of a 
business. Because of their negligence 
in auditing one of the plaintiff’s cash 
accounts, a cashier was enabled to 
embezzle large amounts of money for 
which, as stated above, the court held 
the auditors liable. 


Reasonable Care 


Under common law it is, therefore, 
evident that an auditor is bound to 
exercise reasonable care in the per- 
formance of his duties. What reason- 
able care in auditing may actually be, 
our courts have not yet specifically de- 
clared, but in the London and General 
Bank case (cited above) an English 
court said in part: 

What is reasonable care in any particular 
case must depend upon the circumstances of 
the case. * * * but still an auditor is not 
bound to exercise more than reasonable care 
and skill even in the case of suspicion, * * *. 


Breach of Contract 


Actions for damage may be brought 
against independent auditors for vio- 
lation of any agreements, expressed or 
implied, contained in the contract of 
employment. Whenever suit for dam- 
ages is brought on the grounds of 
breach of contract, as distinguished 
from one in tort, the liability appears 
to be limited. The rule governing such 
liability is clearly stated in Sutherland 
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on Damages (3d Ed., p. 45), as fol. 
lows: 


An important distinction is to be noted 
between the extent of responsibility for a tort 
and that for a breach of contract. The 
wrongdoer is answerable for all the injurious 
consequences of his tortious act, which ac- 
cording to the usual course of events and the 
general experience were likely to ensue and 
which, therefore, when the act was commit- 
ted, he may reasonably be supposed to have 
foreseen and anticipated. But for breaches 
of contract the parties are not chargeable 
with damages on this principle. Whatever 
foresight at the time of the breach the de- 
faulting party may have of the probable 
consequences, he is not generally held for 
that reason to any greater responsibility. He 
is liable only for direct consequences of the 
breach, such as usually occur from infraction 
of like contracts and within the contempla- 
tion of parties entered into as likely to result 
from its non-performance. 


It is, therefore, evident that in the 
case of embezzlement or defalcation, 
the court may not hold it to be a direct 
consequence of the breach of contract 
or within che contemplation of either 
the public accountant or his client. In 
such a case it would appear that the 
auditor is liable only for the amount 
of the fee received. 

The case of East Grand Forks Vv. 
Steele (121 Minn. 296; 141 N.W. 
181; 45 L. R. A. (N.S.) 205) may be 
taken as an illustration of this princi- 
ple. In this particular case a munici- 
pality endeavored to recover from the 
public accountants certain sums of 
money which had been lost through 
continued defalcations which would have 
been discovered had the auditors per- 
formed all of the duties specified in 
their contract. The court pointed out 
in its opinion that action for damages 
had been taken for breach of contract 
and not intort. It was, therefore, held 
that, since the accountants had failed 
to perform the duty they assumed, they 








fol. 


oted 
tort 
The 
ious 

ac- 

the 
and 
mit- 
lave 
ches 
able 
ver 
de- 
able 


for 


the 
tion 
pla- 
sult 


the 
on, 
ect 
act 
ler 


the 


int 


FARR et any 








LEGAL DEVELOPMENTS SIGNIFICANT IN BUSINESS 503 


had failed to earn the fee agreed upon. 
The damages claimed on account of 
losses resulting from the defalcations 
were, the court said, too remote to be 
recovered unless negligence could be 
proved. 


Losses Arising Partly through Fault 
of Client 


It has been pointed out that an audi- 
tor may be held liable for damages 
either on the grounds of tort or of 
breach of contract. In a tort action, 
the successful prosecution of a suit by 
the client seems to be dependent upon 
the fact that the client has not con- 
tributed to the losses sustained by any 
negligence of his own; in a contract 
action the client probably cannot re- 
cover for consequences which he himself 
could have avoided. 

If the client has himself failed to 
safeguard his property or to act upon 
the auditor’s recommendations for the 
installation of methods for more ade- 
quate financial protection, the courts 
may not hold the accountant liable for 
the losses sustained. This opinion was 
specifically stated in the case of Craig 
et al. vy. Anyon et al., (212 App. Div. 
55, 208 N. Y. Supp. 259), in which the 


court said in part: 


Although a proper audit would have dis- 
closed facts leading to the discovery of 
Moore’s wrongdoing, there are a number of 
elements entering into this case which show 
that the plaintiffs are not without blame and 
might have avoided the loss. * * * Having 
left a branch of their business to an employee, 
it does not seem reasonable that although 
there was no supervision (over him) they 
should be permitted to charge the loss to the 
auditors, who apparently on account of the 
dishonesty of such employee failed to uncover 


defalcations. 
7 * * 


It also appears that the accountants noti- 
fied the plaintiffs in writing that a certain 


ledger should not be taken out of the control 
of one Hodge * * * (because) as this 
ledger is now operated it is practically a 
check on the subsidiary department. * * * 
Notwithstanding this advice, one of the part- 
ners put that ledger under Moore's direction, 
leaving him with control of every book in 
the office necessary to work his schemes and 
at the same time ‘conceal his misdeeds. 


* * # 


We think the damages cannot be said to 
flow naturally and directly from the defen- 
dant’s negligence or breach of contract. Plain- 
tiffs should not be allowed to recover for 
losses which they could have avoided by the 
exercise of reasonable care. 


Reliance Placed upon Others 


Several decisions rendered both in 
this country and in England indicate 
that auditors may rely upon the state- 
ments of any one who has among his 
fellow men an unquestioned reputation 
and especially upon those of trusted 
employees of the client. In the London 
and General Bank case, cited above, 
the court held that the auditor “‘is jus- 
tified in acting on the opinion of an 
expert where special knowledge is re- 
quired.” Then again the now famous 
case of the Kingston Cotton Mill Com- 
pany, No. 2,([1896] 2 Ch. 279), Lord 
Justice Lindley expressed the opinion 
that the auditors were justified in rely- 
ing upon the statements and inventory 
va'zation made by one of the client’s 
trusted employees whose character and 
competence were at the time unques- 
tioned by the directors of the company, 
the accounts of which were being veri- 
fied. 

In the recent case of Craig et al. v. 
Anyon et al., referred to above, a New 
York court followed the English prece- 
dents. In this particular case, the 
auditors were retained to make a quar- 
terly verification of the client’s books 
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over a period of five years. In these 
audits the accountants failed to exam- 
ine certain ledgers in the possession of 
a confidential employee of their client 
and accepted in lieu thereof his per- 
sonal statement. Later it was discov- 
ered that defalcations of enormous 
amounts had been taking place. Suit 
for damages was brought and the court 
upheld the auditors’ contention that 
they were justified in accepting as cor- 
rect the information given them by a 
trusted representative of the firm. 


Guaranty of Audited Accounts 


Business men may frequently wonder 
to what extent an accountant’s certifi- 
cation upon a balance-sheet guarantees 
the accuracy of the accounts audited. 
As pointed out above (Cooley on 
Torts), under common law, “no man 
whether skilled or unskilled undertakes 
that the task he assumes shall be per- 
formed * * * without fault or error.” 
Here again no recorded cases in this 
country specifically take up this par- 
ticular point. But, if we turn again 
to the London and General Bank case, 
we find the court expressed the follow- 
ing opinion: 

He (the auditor) is not an insurer; he 
does not guarantee that the books do correctly 
show the true position of the company’s af- 
fairs; he does not guarantee that his balance- 
sheet is accurate according to the books of 
the company. If he did, he would be respon- 
sible for an error on his part, even if he 
were himself deceived, without any want of 
reasonable care on his part, say by the fraud- 
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ulent concealment of a book from him. His 
obligation is not so onerous as this. 


Then again in the Kingston Cotton 
Mill Company case, referred to above, 
Lord Justice Kay stated an opinion cited 
by the New York court in the case of 
Craig et al. v. Anyon et al., as follows: 


* * * these auditors did not guarantee 
the correctness of their accounts. They do 
not say to the public: “Let us examine your 
books and vouchers and we will with abso- 
lute certainty discover any dishonesty, every 
mistake that exists in those books and we will 
protect you against that.” 


In spite of these expressed opinions 
it would seem that auditors may render 
themselves liable as guarantors by their 
own positive action in signing contracts 
or certifying to audited accounts. If 
and when a case in which this has 
actually happened is brought before the 
courts, the decision as rendered, it is 
reasonable to presume, may be quite 
different from those cited. 


Conclusion 


To sum up the legal responsibilities 
of an auditor to his client we can do 
no better in view of the foregoing dis- 
cussion than to quote the words of the 
learned English judge (London and 
General Bank case) who said: 


Such I take to be the duty of the auditor: 
He must be honest—that is, he must not 
certify what he does not believe to be true, 
and he must take reasonable care and skill 
before he believes what he certifies is true. 
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Dick, Ernst. THE INTEREST STANDARD OF 
Currency. Boston: Houghton Mifflin 
Company, 1926. 286 pp. $5. 

EVER since the time when the dwarf 
Alberich, as the legend tells, renounced 
love to gain the Rheingold, and from it 
wrought the Ring which should destroy 
Valhalla, the precious metal has in all 
the ages been one of the mainsprings 
of human action and emotion. At first 
its effects were of the cruder sort; but 
with the rise of trade, gold began to 
filla more honorable place. After many 
struggles with its rival, silver, it estab- 
lished itself as the foundation of cur- 
rencies, and the “gold standard” became 
the hall-mark of financial stability. 

Yet within recent times, largely as a 
result of the violent price fluctuations 
of the war period, several economists 
have arisen who find gold wanting; they 
would dethrone it and install in its stead 
a “managed currency” whose behavior 
should be under the control of the state. 
Silvio Gesell, a pioneer in the field, of 
whom the world seems to have heard 
little, Professors Keynes and Soddy in 
England, and Fisher in America, have 
all made attempts in this direction; and 
it is in some measure as a counterblast 
to their denunciations that this book of 
Dr. Dick’s is written. He finds them 
wanting in their turn, and, proceeding 
further, he evolves a theory of his own 
as a corrective to the evils of a fluctuat- 
ing currency and unstable prices. 

Briefly, his idea runs thus: 

Gold is always a store of value; it 
was acquired at a price from the soil. 
It is unchangeable and hence is easily 
held without deterioration, and further- 
more, it has the unique property of 
being either money or a ware, accord- 


ing to circumstances. Hence it is idle 
to suppose that one of these rdles—that 
of being money—can ever be per- 
manently suppressed. Rather the aim 
should be to take advantage of these 
singular attributes of the metal to pro- 
vide a regulator of the price situation. 
Gold should be allowed to move freely. 
If prices are reduced by a shortage of 
currency, gold, rather than share in the 
depreciation by remaining a ware, will 
become money and redress the balance; 
if money tends to excess, gold will 
leave the ranks of money and become 
a ware. 

Further, the author concludes that 
the gold of the national reserves is not 
an asset “which can be given away, or 
sold, or acquired by the state,”’ and he 
therefore controverts the various 
schemes for dealing with these reserves 
which the reformers have set up. Fi- 
nally, he decides that “the price of gold 
must always coincide with the monetary 
unit of a currency once stabilized, so 
that the gold dollar (gold pound, gold 
mark, gold franc) cannot be a variable 
quantity of gold.” For, if it (the price 
of gold) vary from this unit, the regula- 
tory effect comes into play to restore 
the situation. 

It will be noted that in the last quota- 
tion we find the words “once stabi- 
lized.” This leads to the second part 
of Dr. Dick’s theory, which, having 
rejected the “gold standard’ and the 
‘“index-number standard,” seeks to stab- 
ilize by the “interest standard;” in 
other words, by fixing the rate of dis- 
count at some standard figure. He rea- 
sons thus: 

Interest, in its broader sense, is the 
measure of demand or consumption. 
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Interest and the supply of money stand 
in a constant relation to each other, and 
further, the supply of money, which 
sets prices, governs the production of 
wares, which are made in the expecta- 
tion of realizing a price. If, therefore, 
interest is fixed, the supply of money 
and the supply of wares, whose ratio 
fixes price, will remain unaltered. 

This theme is dealt with in detail 
and with much illustration. The main 
argument in support of it is that the 
normal idea, expressed by Professor 
Fisher’s “tighten the valve and less 
credit will flow; relax it and more will 
flow” is an inversion of the real order 
of things. In actual fact, Dr. Dick con- 
tends, the rate of interest rises and falls 
with the level of prices. Raising the 
rate in an endeavor to check a rise of 
prices by reducing the volume of credit 
is the wrong remedy; for every one, he 
avers, is stimulated to activity in the 
belief that money should be borrowed 
immediately, before it has a chance to 
rise further. The proper correction 
would be to lower the rate; since this 
would result in a progressive cheapening 
of all goods, and users would hold off 
in the expectation of lower prices. In 
fact, the author believes that the fun- 
damental error in our usual treatment 
of interest is in the failure to see that 
a thing which is made dearer is for that 
reason all the more eagerly produced. 
If once the rate of discount is fixed, 
while actual rates of interest can hover 
round it even as a taut string has a range 
of vibration, then, he avers, stability of 
prices will be assured. 

A much more detailed scrutiny than is 
here possible would be necessary if the 
absolute soundness of these ideas were 
to be probed to the bottom. Dr. Dick 
presents a fairly convincing study, but 
his reasoning is not always of the clear- 
est. More than one perusal will be 





required, at least by those readers to 
whom all the ancient and modern 
theories of currency are not readily 
familiar, before the real nature of the 
reasoning is discovered. Possibly this 
is unavoidable, but a little more regard 
for an exact sequence of ideas, and a 
style somewhat less pyrotechnic, would 
have improved the book for the average 
reader, be he student or man of busi- 
ness. 

Dr. Dick has not dealt completely 
with the philosophy of the cyclical 
swings in prices. His suggestion that 
the correct type of bank-rate manipula- 
tion is the opposite of that usually prac- 
ticed is ingenious, but it is doubtful 
whether it gives adequate consideration 
to the psychology of the business man 


in a period of price change. More- 


over, there does not seem to be any 
reference to the effect of the specula- 
tive demand for money, which is to be 
differentiated from the business demand. 
It should be pointed out here, however, 
that Dr. Dick does not even advocate 
this inverted manipulation; he wants 
the rate to be kept stationary. 

There are times when it is very 
uncertain whether the author has in 
mind the short-time swings of prices 
associated with the “business cycle” or 
whether he is considering the secular 
trends in his efforts at stabilization. 
Some of his practical illustrations fall 
into one field and some into the other; 
a clearer demarcation at this point 
would have been very desirable. 

These objections should not, how- 
ever, detract irreparably from the value 
of the book as a bold presentation of a 
new and straightforward idea and as a 
stimulus to further thought on a much- 
vexed question. The volume is written 
in excellent English, though at times the 
idiom is faintly Continental; and embel- 
lished as the discussion is with ideas 
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drawn not only from the economists it 
seeks to answer, but also from the 
philosophies of Schopenhauer, Nietz- 
sche, and “the Chinese Laotse,”’ it pro- 
vides a novel and interesting contribu- 


tion to a subject whose importance no. 


business man will deny. 


Foster, William ‘Trufant and Catchings, 
Waddill. Prorits. Boston: Houghton 
Mifflin Company, 1925. For the Pollak 
Foundation for Economic Research. 465 
pp. $4. 

[In a world which is organized under 
a profit economy from which, despite 
such attempts as we have witnessed in 
Russia, there seems little likelihood of 
departure, it is well worth while to stop 
and consider what profits really are 
and what functions they perform. Mr. 
Foster and Mr. Catchings have done 
this admirably in their latest book, 
called Profits. Not only have they 
made a careful analysis of profits as an 
economic force, but they have done it 
in a way that is intensely interesting 
to the lay reader. The use of terms 
which might be difficult to understand 
for the man who is untrained in eco- 
nomic thought is carefully avoided, and 
great care has been taken to illustrate 
each point with a number of examples 
which are familiar to every one. As 
a result, the first four parts of the book 
are both very stimulating and not at 
all dificult to read. The fifth part, 
which attempts to link up the theory 
of profits with the phenomena of 
money and with the recurrence of 
underconsumption is much more diffi- 
cult to understand and, on the whole, 
much less entertaining. 

The most convincing and the best 
sections of the book are the second and 
the fourth. In the second, which deals 
with the necessity of profits and losses, 
the authors show the relation of profits 
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to risks and of risks to consumers’ free- 
dom of choice; in the fourth section, 
which discusses the functions of prices 
and profits, they show rather clearly 
the way in which price determines who 
gets the goods and profits determine 
who produces them. 

Up to this point the book merely 
demonstrates how attractive economic 
theory can be when set forth in terms 
of every-day life. In Part V, however, 
the authors start to demonstrate a new 
theory of the relation of money and 
profits to consumption. They attempt 
to show the reasons why consumer 
income is inadequate to absorb the 
increased goods which industry would 
be entirely capable of producing. This 
section is by no means convincing, for 
it proves almost too much. Indeed, it 
is dificult to see why the argument as 
outlined does not prove that retrogres- 
sion rather than progress is the only 
possibility under a money and profit 
economy. It seems as if, at this point, 
the authors had forgotten some of the 
psychological effects of price changes 
and the desire for profit, or for the 
avoidance of loss, on the actions of 
people. It seems, too, as if they were 
taking a rather laborious method of 
proving that real progress in advanc- 
ing the standard of living can come 
only with progress in improving meth- 
ods of the production and distribution 
of goods and with more even distribu- 
tion of wealth; and that this advance 
cannot be made merely by increasing 
the supply of any one commodity, nor 
even by increasing the supply of all 
commodities in the same proportion, 
but only by such a_ well-balanced 
advance that the relative supply of 
each article will increase in the same 
proportion as does the demand for it. 
Prices tend to over- or under-estimate 
production, and the psychological reac- 
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tion of buyers who are attempting to 
anticipate the resultant price changes 
for their own advantage seems to be 
a more important cause of fluctuations 
in consumption than are the inequalities 
in the circuit flow of money, to which 
the authors give so much attention. 
Despite the fact that too much 
emphasis is laid on what seems to be a 
pet theory of the authors, the book is 


stimulating and well worth the reader's 
most careful consideration. It shows 
clearly some of the disadvantages of a 
profit economy and the important com- 
pensating advantages. By its clear 
and interesting analysis of the nature 
and functions of profit, it lays a founda- 
tion for rational and constructive criti- 
cism of the economic system under 
which we live. 


BOOK NOTICES 


Baldwin, Stanley. Prack AND Goop WILL 
IN INpDustry. New York: Lincoln Mac- 
Veagh, The Dial Press, 1925. 79 pp. 75 


cents. 


The cover of this little volume refers to 
its contents as “The speeches on Industry 
which created a sensation abroad and marked 
Stanley Baldwin as a great orator of the best 
Parliamentary tradition.” This is perhaps 
too sweeping an assertion, if style alone be 
the criterion. The three speeches recorded 
—one in the House of Commons and the 
other two in the great English industrial 
centers of Leeds and Birmingham—show us 
rather the earnest, unadorned exhortations of 
a leader whose plea is his simplicity. They 
give the spectacle of a Tory, brought up in 
the old era of industrialism which was not 
wholly bad. Although regretful of its pass- 
ing, Mr. Baldwin is, nevertheless, convinced 
that a sane evolution of industrial relation- 
ships is the only salvation for his country, as 
a similar evolution of international coopera- 
tion is the only assurance for the peace of 
the nations. 

In his endeavor to educate the reactionaries 
of his own party and to curb the radicalism 
of his direct opponents, Mr. Baldwin will 
probably be remembered as one who proved 
that the tag, “In medio tutissimus ibis” is not 
always the ignoble advice it is usually held to 
be. His speeches for peace and good-will 
would probably carry more inspiration when 
heard than when read, as indeed they should; 
but the perusal of this volume may be recom- 
mended to all who believe that industrial 
cooperation is more than a pious mental con- 
ception—and also to those who do not. 


Barber, Joseph H. BupGETING To THE Busi- 
NEss CycLE. New York: The Ronald 
Press Company, 1925. 115 pp. $1.25. 


This book is an explanation by a conspicu- 
ously successful man of his method of adapt- 
ing budget administration to the fluctuations 
of the business cycle. 

Dealing as it does with such highly tech- 
nical subjects as the budget and the business 
cycle, the treatise is quite naturally one which 
can be of maximum value only to those with 
a sound knowledge of statistical methods and 
business economics. Such men will find it of 
unusual interest and, perhaps, of considerable 
value in solving problems in their own or- 
ganizations. 

The best thing that may be said for Mr. 
Barber’s method is that it works in his own 
business. It has steadied output and employ- 
ment, and has also improved the service of 
his company to its customers. His explana- 
tion of it is commended to those who have 
been struggling with budgetary control, and 
wish to see how it has functioned for a large 
and successful manufacturing company whose 
output is closely related to general business 
conditions. 


DIsTRIBUTION OF TEXTILES. Bulletin No. 56. 
Cambridge: The Harvard Bureau of Busi- 
ness Research, 1926. 196 pp. $3.50. 


The Harvard Bureau of Business Research 
has published its latest bulletin, Number 56, 
Distribution of Textiles. It will interest men 
engaged in the textile industry who realize 
that the subject-matter will provide a back- 
ground for analysis of their own merchandis- 
ing problems. 
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Data on distribution, by types of customers, 
of billings of the following woven goods are 
given for the year 1924: cotton cloth; rugs 
and carpets; silk cloth, ribbons, and threads; 
and woolen and worsted woven goods. Each 
distributor of textiles, therefore, is given an 
opportunity to compare his methods of dis- 
tribution with the marketing methods em- 
ployed by the firms reporting their 1924 bill- 
ings to the Bureau. 

The textile industry at the present time is 
confronted with many merchandising prob- 
lems, such as direct selling versus concentra- 
tion on sales to wholesalers, the market for 
industrial goods, and the minimum size order 
which a manufacturer should accept from a 
customer, 

The study of textile distribution provides a 
picture of the industry which will be of value 
to manufacturers of woven fabrics and their 
selling agents, in showing the relative mar- 
kets for their products; to converters and cut- 
ters-up, in showing the typical purchasing 
policies of their branch of the industry; to 
wholesalers, jobbers, and resident buyers, in 
showing the position which they occupy in the 
distribution of textiles; and to retailers, in 
showing the retail buying policies. 

Other significant points discussed are sales 
trends for cotton, wool, and silk piece goods 
and ready-to-wear merchandise, 1911-1925; 
the total estimated market for cotton piece 
goods in 1924; the size of individual orders 
for cotton cloth received by several mills, 
1921-1925; and the size of orders placed by 
department stores in 1924. 


Gilman, Stephen. ANALYZING FINANCIAL 
STATEMENTS. New York: The Ronald 
Press Company, 1925. 222 pp. $3.50. 


_ Formerly, interest in the analysis of finan- 
cial statements was confined almost entirely 
to credit managers. More recently, however, 
general executives, accounting officers, and 
investors have come to appreciate the impor- 
tance of this subject. In Analyzing Financial 
Statements the author attempts to cover the 
field in a manner which will fill the needs 
ot the broader group. 

The “ratio” and the “trend percentage” 
methods of analysis are fully and clearly 
explained. A superficial knowledge of ac- 
counting is sufficient to enable the reader to 
comprehend the presentation of the subject. 
he author’s program for analysis will be 
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found to be of value in systematizing meth- 
ods, though the danger of mechanical analysis 
without common-sense scrutiny is emphasized. 

An unfortunate use of the word “capitali- 
zation” in the sense of assets, and a careless 
use of the words “current assets,” sometimes 
to mean “quick assets,” and sometimes to 
mean “quick assets” plus “inventory,” detract 
from the general lucidity of the book. 


Hood, Frazer. EVERYMAN’s INSURANCE. 
New York: D. Appleton &£ Company, 
1925. 264 pp. $1.50. 


In this small volume the author has gath- 
ered together much useful information on the 
general subject of insurance. He discusses 
the various family and business uses of life 
insurance, together with some of the simpler 
principles underlying this class of insurance. 
A brief consideration is given to the calcula- 
tion of premiums, and the meaning and sig- 
nificance of such terms as reserve, loading, 
dividends, and cash and loan values. In a 
separate chapter the more common types of 
life insurance policies are outlined. Discus- 
sion of employee insurance, including group, 
wholesale and industrial, and disability insur- 
ance, concludes the section on life insurance. 

Fire and marine insurance, with special 
attention to the co-insurance clause, comprise 
the second section. The final division treats 
of liability and compensation insurance, the 
many kinds of property insurance, notably 
automobile, title and credit, and a miscella- 
neous group of the less common forms of 
insurance. 

Obviously, only the high spots are touched. 
The cursory treatment given to such a vast 
subject is probably justified by the average 
person’s desire to know a little bit about this 
matter without having to enter into the detail 
behind such an enormous subject, important 
as it is to our whole economic life. 


Huestis, Bronson L. SHippinc CONTAINERS. 
New York: The Ronald Press Company, 


1925. 139 pp. $1.25. 


This is a small volume which summarizes, 
in a concise and readable form, the most desir- 
able practice in the design and construction of 
shipping containers. From a consideration of 
the essential qualities of a container, it pro- 
ceeds to a description of materials and designs, 
and shows how these should be coordinated 
and balanced so as to secure the required pro- 

















510 HARVARD BUSINESS REVIEW 


tection in the most economical manner. It 
presents figures for the size and strength of 
various components, discusses auxiliary mate- 
rials, and concludes with a catalog of dan- 
gerous and prohibited articles and a short 
description of tests on materials and containers. 

Since the container is secondary to the 
article to be shipped, each shipper must in 
large measure work out his own problems, but 
this book should provide valuable suggestions 
upon which an economical practice may be 
built up for any individual industry. 


Hunt, Edward Eyre, CoNFERENCES, COM- 
MITTEES, CONVENTIONS, AND How To 
Run TuHem. New York: Harper and 
Brothers, 1925. 218 pp. $2.50. 


This book is a manual of technique and 
procedure for the planning, organizing, and 
directing of collective activity in the form of 
conferences and conventions. The extensive 
work of the Department of Commerce, with 
which the author is connected, has resulted 
in practical plans for the conduct of such 
meetings, and the book is based upon this ma- 
terial in large part. Although it deals prin- 
cipally with large conferences, such as trade 
conventions, diplomatic conferences, and 
meetings of technical and religious bodies, 
the book contains pertinent suggestions for 
the conduct of meetings of small groups. 


Jome, Hiram L. Economics oF THE Rapio 
Inpustry. Chicago: A. W. Shaw Com- 
pany, 19025. 332 pp. Flexible Binding, $5. 


Mr. Jome’s book is constructed around 
the concept, stated in the preface, that the 
function of the radio industry is to render 
service. This principle is constantly invoked 
to explain past economic developments and 
present business trends. 

The technical and financial development of 
the industry is traced from Marconi to the 
present day. Considerable space is devoted to 
a somewhat detailed study of the complicated 
legal interrelations of the early companies, 
which resulted in the formation of the Radio 
Corporation of America. Current merchan- 
dising and financial problems are discussed, 
and commercial traffic control is touched 
upon. 

The broadcasting, patent, and copyright 
situations are studied from the broad view- 
point of public service, and this analysis forms 
the basis for the author’s advocacy of public 


control of the service side of the industry as 
opposed to a /aissez faire policy with regard 
to production. Finally, an attempt is made 
to forecast the future of the industry, par- 
ticularly with regard to social aspects and the 
always pertinent question of the saturation 
point. 

To the general reader who has wondered 
at the mushroom development of radio, Mr, 
Jome’s discussion should be enlightening. His 
merchandising principles are sound, and his 
analysis of the merchandising situation clear. 


Kimball, Dexter S. Principies oF Inpus- 
TRIAL ORGANIZATION (Third Edition). 
New York: McGraw-Hill Book Com- 
pany, Incorporated, 1925. 436 pp. $4. 


This book was written primarily for the 
needs of young engineers, and it has been the 
aim to include as many topics of interest to 
the student of the subject as is possible within 
the limits of a single volume. Full discussion 
of any particular topic is impossible under 
these conditions, but the general field has been 
covered in an exceptionally complete and 
thorough manner. Ample references are ap- 
pended to each chapter to assist the reader in 
obtaining more detailed information concern- 
ing any item of particular interest. It is be- 
lieved that the volume should be of interest 
and assistance to the practical engineer or 
manager who desires to know something of 
the fundamental principles of organization 
without regard to some specific system of 
management. 

The first edition published in 1913 was 
revised and brought up to date in a second 
edition printed in 1919. The rapid growth 
of the science of management since that time 
has made necessary a third edition. The pres- 
ent volume has been thoroughly rewritten, and 
special attention given to the methods and 
mechanisms of management that have been 
devised to control production. The subject- 
matter contained in the former editions has 
been rearranged to better advantage, and con- 
siderable additional material included. 


Lawrence, W. B. Cost AccountTinc. New 
York: Prentice-Hall, Incorporated, 1925. 
528 pp. $5. 


Although he recognizes the importance of 
industrial engineering and management, Pro- 
fessor Lawrence believes that the principles 
upon which these related subjects are based 
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can be best applied only when there is a solid 
foundation of general accounting knowledge 
upon which to build. In accordance with this 
conviction he has written Cost Accounting 
from the accountant’s point of view. The 
hook, therefore, stands out in sharp contrast 
with other works on the same subject in 
which the engineering or technical approach 
has been adopted. 

Professor Lawrence’s manual, moreover, 
covers the subject from the elementary and 
the advanced points of view. Cost account- 
ing theories and the mechanical procedure 
involved in finding costs are first described 
in simple terms. Considerable attention is 
then given to practical application of cost 
accounting theories and methods to the indus- 
trial problems of today. The relationship 
between cost accounting, sales, and adminis- 
trative expenses is explained. 

This book is unique in that it presents 
a discussion of certain economic and legal 
phases of cost-keeping. The subject-matter 
is complete and inclusive. It is covered in a 
clear and logical manner, and all important 
points are amply illustrated by examples and 
charts. 


Sako!lski, A. M. Princrptes or INVEST- 
MENT. New York: The Ronald Press 


Company, 1925. 505 pp. $4.50. 


Following the idea of his earlier book, Ele- 
ments of Bond Investment, Dr. Sakolski has 
written Principles of Investment. Although 
not so thorough in treatment as the works of 
Lagerquist and Chamberlain, this ably writ- 
ten volume deserves a place among the stand- 
ard texts dealing with this phase of business. 

In the time-honored manner ‘a considerable 
amount of introductory space is devoted to 
general definitions, principles, and mechanics 
of investment. This manual next discusses 
in turn the general groups of securities: real 
estate and farm land loans; national, state 
and municipal bonds; railroad securities—prin- 
cipally bonds; and lastly, the securities of 
public utility, industrial, insurance, and finan- 
cial organizations. 

The chief criticism that can be made of 
the volume is that the emphasis is placed 
almost entirely upon bonds. Although it is 
granted that bonds are the most conservative 
form of investment, the present tendency of 
public demand is to concentrate upon securi- 
ties carrying a share in managerial profits. 


It seems, therefore, that very slight space has 
been devoted to an appraisal of this tendency 
and a discussion of the merits or defects of 
the type of securities involved. Furthermore, 
as is common with almost all investment texts 
that have so far been written, very little 
space, proportionately, is devoted to relating 
the particular needs of the individual with 
the investment most suited to his purpose. 
After a study of this volume, a reader may 
possibly realize his own requirements and may 
know the general qualities of the various types 
of securities, but he has little basis for judging 
which security he can most profitably purchase. 


Swift, Edgar James. Business Power 
TuHRouGH PsycHotocy. New York: 
Charles Scribner’s Sons, 1925. 397 pp. $3. 


In contrast to many of the so-called business 
books based upon psychology which are writ- 
ten for purposes of profit rather than for the 
real benefit of the reader, Mr. Swift has writ- 
ten a book which is both interesting and prof- 
itable reading, and at the same time is based 
upon sound psychological principles. There 
has been a popular demand for books which 
attempt to give rules for achieving success, 
especially in salesmanship, but little attention 
has been given to laying a mental foundation 
upon which such rules might be built up and 
interpreted; the author has written Business 
Power Through Psychology in an effort to fill 
this need. . 

“This book is an attempt to lay the founda- 
tion of salesmanship and management—to 
prepare the sales structure upon which those 
who would create a career must build. The 
author tries to show the human basis of some 
of the fundamental principles which the sales- 
man and executive should know.” ‘Thus he 
indicates the general content, and, indirectly, 
the make-up of his book, including the psycho- 
logical background upon which his ideas are 
expressed. The first half of the book is 
devoted primarily to salesmanship and its 
problems, while the second half deals more 
with executive problems. Although based 
upon psychology, the author has written in a 
non-technical style throughout the book. 

The treatment is both destructive and con- 
structive. It ridicules the cheap psychology 
that has been used to rid business men of their 
money without giving them any real value in 
return. It then builds up a practical psycho- 
logical MPproach to business problems in place 
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of the methods which it criticizes, and 
throughout the volume it impresses points 
upon the reader by reference to many interest- 
ing events and circumstances. 

On the whole this seems to be a very 
worth-while book. Phrased in simple lan- 
guage so that the non-technical reader will 
have no difficulty in comprehending the au- 
thor’s meaning, it is based upon sound psychol- 
ogy. Entertaining as well as instructive, it 
will give the reader a broader view-point from 
which to attack the problems of salesmanship, 
as well as those of executive management. 


Tosdal, Harry R. PrincipLes oF PERSONAL 
SELLING. Chicago: 4. W. Shaw Company, 


1925. 753 pp. $6. 


Professor Tosdal maintains that the only 
justification for salesmanship is the satisfac- 
tion of economic wants, and, accordingly, his 
study of personal selling is undertaken from 
the view-point of attempting to reconcile sound 
economics with practical business procedure. 
The first part of the book is devoted to an 
analysis of the processes of personal selling 
as they apply to practically all classes of buy- 
ers. After giving a brief outline of the his- 
torical development of personal selling, the 
author analyzes sales activity from the view- 
point of economics and psychology. The prep- 
aration of the salesman for his work, through 
the development of his knowledge of the 
product and the market for it, is linked with 
the planning of the salesman’s work, both in 
general and as it relates to a particular pros- 
pect. Knowledge of the product and of the 
buyers, together with correct planning on the 
basis of that knowledge, is shown to provide 
the solution for the problems of the interview. 
Separate chapters are devoted to the applica- 
tion of general principles in selling to house- 
hold consumers, to retailers, to wholesalers 
and manufacturers, and to the export trade. 
The second part of the book deals with the 
organization and operation of sales depart- 
ments as related to the individual salesman 
and his activity. Distribution and price poli- 


cies, selling methods, the relation of personal 
selling to advertising, credits and collection, 
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the selection, training, supervision, cont, 
and compensation of salesmen, and sales con 
tests and conventions are discussed. 1 
appendixes contain valuable supplementary 
information in the form of sales organization 
charts, salesmen’s contracts and compensation 
plans, type and content of sales manuals, and 
data on costs of doing business in various retail 
and wholesale trades. Although the book js 
comprehensive in scope and detailed in treat. 
ment, the wealth of significant material is care- 
fully organized in a logical manner. The 
author has succeeded in dealing with 
without becoming academic, and has made a 
practical, tangible application of the principles 
developed in his book to the actual practices of 
business. 


Vance, Ray. Business AND INVESTMENT 
ForecasTinG (Second Edition, Revised). 
New York: Harper and Brothers, 1925. 
187 pp. $2.50. 


Business and Investment Forecasting, which 
is a thorough revision of the first of this book 
which appeared in 1922, contains much new 
material as a result of the marked advance in 
the study and application of business eco- 
nomics to forecasting during the period follow- 
ing the great business upheaval of 1920-1921. 

A very enlightening consideration of gen- 
eral business barometers is given, with the 
emphasis placed on their use rather than on 
their construction or mathematical _ back- 
ground. Included in this discussion are the 
factors which are employed in making up the 
Brookmire barometers of commodity prices 
and industrial stock prices. 

The specific application of barometers of 
general business conditions to the function of 
buying securities, to the formulation of manu- 
facturing and mercantile policies, and to the 
field of banking is given special consideration 
in the concluding chapters of the book. 

The principles of forecasting which are 
presented for the consideration of the average 
business man are backed up by 11 years of 
practical experience on the part of the author, 
who is the head of one of our foremost eco- 
nomic services. 
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Different in Many Ways from 
Any Other Banking Institution 


—and therefore seeking its natural 
and specialized clientele 


HE difference we mention 
may readily be summed 
up in a few words :— 


All the services of this 
Company are the inevitable 
expansion of a Trust and 
Banking business founded 
103 years ago. 


Banking, as we understand 
it, becomes something infi- 
nitely more than the routine 
day - in - day - out details of 
handling money. 


It becomes a contribution 
to the continuous development 
of the whole commercial and 
financial operations of our in- 
dividual clients. 


We handle many thousands 
of deposit and checking ac- 
counts—but our relation with 
the depositor seldom stops 
there. 


We do a large volume of 
commercial banking — but 
again our relations are seldom 
bounded by the routine of a 
commercial operation. 

Always there is attracted to 
The Farmer’s Loan and Trust 
Company the type of client 
who selects one highly-expe- 
rienced banking institution, 
and makes its orderly, com- 
plete services an integral part 
of life-long financial operations, 
both business and personal. 


THE FARMERS’ LOAN 
AND TRUST COMPANY 


22 WILLIAM STREET, NEW YORK 


FIFTH AVENUE OFFICE, 475 FIFTH AVENUE at 4lst STREET 
MADISON AVENUE OFFICE, 901 MADISON AVE.., at 72nd STREET 


‘LONDON: 15 Cockspur Street 


PARIS: 70 Rue des Petits Champs 


CHARTERED IN 1822 i 
“FOR THE PURPOSE OF ACCOMMODATING 
THE CITIZENS OF THE STATE” 
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Your 
Source of 
Future Income 


jy VERY thinking man realizes 
that the day may come when 
he must look to his investments 
as his sole source of income. 





Investments which we _ recom- 
mend and which comprise Mu- 
nicipal, Railroad, Public Utility, 
Real Estate, Industrial and Foreign 
Government Bonds, will afford you 
every opportunity to obtain a 
dependable and liberal income. 
We suggest you send for Bond 
Circular No. 466. 


Redmond &.Co. 


31-33 Pine Street, New York 


Members New York Stock Exchange 
Philadelphia Baltimore Washington Albany 
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arenas in 1888, the com- 
mission and investment house 
of Hornblower & Weeks has suc- 
cessfully passed through many 
panics— 1893, 1901, 1907, 1914, 
and 1920—and is today satisfac- 
torily serving thousands of invest- 
ors through eight offices located 
in important financial centers of 
the country. ‘These facts may 
well be considered by those who 
are seeking a reliable investment 
house with which to deal. 


May we send you our pamphlet, 
“How WE AID INVEsToRs,” which 
outlines our complete services? 


HORNBLOWER & WEEKS 


Established 1888 


DETROIT PROVIDENCE 
PITTSBURGH 


BOSTON NEW YORK 


CLEVELAND 


Members of the New York, Boston, Chicago, Cleveland and Detroit 
Stock Exchanges 


PORTLAND 
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SUGAR LAND, TEXAS 


Modern in every detail, 
built without delays and within the appropriation. 


Now operating at remarkably low cost 
to the complete satisfaction of our client. 


DWIGHT P RoBINSON & COMPANY 


INCORPORATED 


ENGINEERS AND CONSTRUCTORS 
Cuicaco New York Los ANGELES 


MAXIMUM RETURN TO CLIENTS PER DOLLAR INVESTED 
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Industrial 
SECURITIES 


MEMBERS 


New York Stock Exchange 
Cleveland Stock Exchange 
Cincinnati Stock Exchange 
Chicago Stock Exchange 
Detroit Stock Exchange 
New York Cotton Exchange 
Chicago Board of Trade 


Private wires to principal markets 
of the United States and Canada 


OTIS & CO. 
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political problems which have 
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out charge to those interested. 
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A INDICATES ENGINEERING AND CONSTRUCTION WoRK OF STONE & WEBSTER, INC. 


HE total steam generating capacity of the light and 

power industry of the country reported by ELEC- 
TRICAL WORLD for 1925, from data collected by the 
U.S. Geological Survey and the U. S. Census Bureau, was 
17,950,000 horse power. The total steam generating 
capacity designed and installed or under construction by 
Stone & Webster is 1,680,000 horse power. The corre- 
sponding total water power generating capacities are 
8,500,000 horse power and 1,020,000 horse power. 
The combined totals of steam and water power for the coun- 
try is 26,450,000 horse power and for Stone & Webster 
construction 2,700,000 horse power. Can we help you in 


planning new plants or extensions? 


STONE & WEBSTER 


INCORPORATED 





SOPERATE 


FINANCE 


SAN FRANCISCO, HOLBROOK BLDG. 
PITTSBURGH, UNION TRUST BLDG. 
PHILADELPHIA, REAL ESTATE TRUST 3LDG. 


BOSTON, 147 MILK STREET a. 
NEW YORK, 120 BROADWAY 
CHICAGO, FIRST NATIONAL BANK BLDG. 
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Section of Map showing retail 
shopp.ng areas, Complete set of 
maps for entire country in the new 


enlarged edition. 
Price $7.50 


Markets are 
made up of 


PEOPLE - - 


This new book tells you 
where these people live 
where they buy 
how much money they can spend - - 


HAT are the really significant marketing 
\ facts about the 113,000,000 people of the 
United States? How has this altered in 
the past five years? 
“Population and _ Its 
nearly 400 large pages of 
minute statistics about markets. 
will find— 
1925 Population Figures 
Do you know that the population of the United 
States has shown an increase since 1920 equal to 
the 1920 population of the states of Indiana and 
Illinois combined? That four states—New York, 
Pennsylvania, Ohio and California have added over 
t half million each? That the borough of Man- 
hattan in New York City has decreased by 300,000 
while Detroit shows a gain of 250,000? 


market 


Distribution” contains 
accurate up-to-the- 
In its pages you 


679 Retail Shopping Areas 
How far can population alone serve as an index of 
market possibilities? Two cities in Maine, Bangor 
ind Lewiston, are of nearly equal population. Ac- 
tually, however, Bangor’s trading population is 
ilmost twice as great as that of Lewiston. 


In “Population and Its Distribution” are given 
complete retail shopping areas for the entire coun- 
try with maps and figures for each. These areas 
are determined by commercial rather than political 
boundaries. 


Income Tax Returns by Counties 


How much money can people spend? Which 


counties in each state offer the richest sales possi- 
bilities ? 


'n Illinois the distribution of population by coun- 
ties roughly parallels income tax returns. In 
Alabama, however, over 82% of the total number 
of returns came from 20% of the counties. 


“Population and Its Distribution” gives the 
number of personal income tax returns for every 
county in the United States—arranged for ready 
comparison with population figures for the same 


county. 
* * « 


In addition “Population and Its Distribution” gives 
the number of wholesale and retail dealers for 
eighteen different trades by states and cities of 
25,000 and over—the number of grocery and drug 
chain stores in large cities and many other sta- 
tistics of value to students of marketing. 

We shall be glad to send you a copy of “Popula- 
tion and Its Distribution” upon receipt of seven 
dollars and a half ($7.50). If you wish to return 
the book within five days we will refund your 
money. Just fill out the coupon below. 


J. Walter Thompson Company, Dept. L 
244 Madison Avenue, New York City 


I enclose $7.50 for “Population and Its Distribution.” 


Name 
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“Business Organization and Management” 


By H. P. DUTTON, B.E.E. 


Professor of Factory Management, Northwestern University, 
Consultant with Swanson-Ogilvie Co., Management Engineers. 





“BUSINESS ORGANIZATION AND MANAGEMENT” — 


and the Introductory Business Course 


WELL-PLANNED survey course is an economy in the commerce 

curriculum. In it may be developed those fundamental concepts 
which should underlie the approach to all business problems. In it may be 
built up a setting and a perspective which teach the student to see the prob- 
lems of subsequent more specialized courses, in their relationship to the 
business as a whole. By a suitable adjustment of the course to the general 
curriculum, those gaps, inevitable because of the impossibility of treating 
each phase of business separately within the limits of the undergraduate 
course, may here be satisfactorily filled. 


“BUSINESS ORGANIZATION AND MANAGEMENT?” is the ideal text 
for such a course. A veritable handbook of accepted business practice, it 
yet succeeds admirably in making details serve to emphasize and endow 
with reality, that presentation of the fundamental principles and prob- 
lems of business, -which forms the distinguishing characteristic of the 
book. Clear, practical, simply written, it stimulates the reader to ask the 
WHY, as well as the HOW, of the activities of business. 


Numerous enthusiastic endorsements have already marked the reception 
of this new text. 


“It is well outlined, written in simple, interesting 
style, readily understood by students, and illumi- 
nated by the citation of well-chosen examples, 
many of them selected from the author’s own 
business experience.... In point of view of topics 
considered the book constitutes perhaps the most 


“Arranged in an orderly sequence from the initia- 
tion of the individual business, through its prob- 
lems of financing and production, to the final stage 
of merchandising. The author has prepared a book 
which may be used as an introductory coordination 
of the work of special cqurses in business.” Har- 


complete existing survey of the field.””. The Annals, vard Business Review. April, 1926. 
March, 1926. 


Already this text has been widely adopted by institutions the country over including 
Utah Agricultural College, Brown University, Northwestern University, University of 
Arizona, University of Iowa, State College of Washington, Monmouth College, Cornell 
College, Southwestern University, University of Cincinnati, University of Detroit, Iowa 
University, University of Vermont, Northeastern University, and a long list of other 
schools facing every type of teaching problem. 





Illustrative problems, lists of collateral readings and detailed outlines for either a 


semester or a year course are now available. 


You will find them an aid in planning your 


courses. We will be glad to send you a copy, also to send you the book itself for 


examination, if you wish. 


Address HBR 726 


A. W. SHAW COMPANY 
CASS, HURON AND ERIE STREETS 


NEW YORK 


CHICAGO 


LONDON 


Publishers of: System, Factory, British System, Harvard Business Review, The Journal of 
Land & Public Utility Economics, Books for Busincss Executives, Business Textbooks for 
Schools, Harvard Business Problem Books, Harvard Business Reports. 
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Management, Men and Motives 


A TREATISE ON INDUSTRIAL MANAGEMENT 








This Treatise will make you think and help you to solve the problem 
of relations with your employes. 

The Group Insurance Idea should have a definite place in your mind as 
an employer. Group Insurance is not a patent remedy, but a specific help in 
reducing Mental Unrest and Manual Inefficiency in your plant. 

Providing for the Future of one’s family is a part of the American idea of 
a high standard of living. Group insurance helps your employes to obtain what 
you as an individual secure. 











A request to our Inquiry 
Bureau will procure for you 
a copy of this valuable trea- 
tise without obligation. 





LiFE INSURANCE COMPANY 


OF BOSTON. MASSACHUSETTS 








I. D. 









































International Securities Trust 
OF AMERICA 
First siaiihdl $a Reounioiaait Trusts 


Resources over $12,000,000 
Distribution of Risk 
Concentration of Responsibility 


The more than 500 Investments of the International Securities Trust of America 
represent a thorough-going Distribution of Risk equalled by few, if any, other 
Investment Trust in the world. 

Trustees of the International Securities Trust of America are fully responsible 
for each Investment. These trustees are elected by the Share-Holding Public, 
who control 100% of the voting power. 

Price Per Unit (1 Share 63% Preferred and } Share 
Common) to yield currently about 6.50% 
Send for Booklet I-H-20 


American Founders Trust 


A MASSACHUSETTS TRUST 


First National Bldg. FISCAL AGENT 50 Pine Street 
Boston New York 
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Soon Ready — 


“Applied Budgeting” 


By Henry Bruere, Ph.D., Third Vice-President, 


Life Insurance 
Company and Arthur Lazarus, M.A., C.P.A., E.C.W. . (England), Consult- 
Metropolitan Life Insurance Com 


ant, Policyholders’ Service Bureau, 


BUSINESS profits today, as never be- 
fore, are demanding a _ systematic 
business technique. This authoritative 
book gives you this business technique. 

Clearly worked out so that you can see 
every step, “Applied Budgeting” shows 
how leading concerns forecast future ex- 
penses and probable revenues — approved 
budgets for Oil Companies, Railroads, 
Banks, Newspapers, Construction and 
Contracting Companies, Metal Works, 
Department Stores, Canneries, Hotels, 
Ice Cream and Garment Manufacturers. 
You can see what forms they use; actua: 
figures giving operation and selling ex- 
pense ratios; forecasts of earnings and ex- 
pense; special ways to set sales quotas 
and estimate future demand. 


pany 


You are shown, too, how to apply the 
principles of the budget to widely di iffer- 
ent types of businesses. For pane le, the 
Ice Cream budget applies to industries 
that work from cost and expense stand- 
ards. The Oil budget applies to any in- 
dustry affected by tremendous day-to-day 
fluctuations; the Canning, to any season- 
al industry, and sO on. 


Budget Your Business Too! 


So that you can easily tell how it is done, you 
are given the actual plans that are in daily use in 
such tay as the Pacific Coast Oil Company, 
Pennsylvania Railroad, Guaranty Trust Company, 
New York World, Turner Construction Company, 
Perfection Stove — Abrams & Straus, Inc., 
United Hotels Company, Eastern Dairies, Inc., and 
many others in many lines. 133 charts and forms. 
325 pages. Flexible binding. Net, $7.50. 


¢ “Applied Budgeting” is sent on 5-days’ approval. Simply 
write us to send you an examination copy today—now! 


cAddress HBR726 
A. W. SHAW COMPANY 


> CASS, HURON AND ERIE STREETS 


NEW YORK 


CHICAGO 


LONDON 
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First Economics” — 


By JAMES E. LeROSSIGNOL, Ph.D. 


Dean, College of Business Administration 
University of Nebraska. 


EVER has a thoroughgoing understanding 

of economic principles been so necessary 

as now. Human wealth and welfare today 
are bound up more than ever before with the 
complexities of economic law. 


Commerce, industry, taxation, agriculture, 
strikes, the tariff, business cycles, the Federal 
Reserve System, foreign exchange, public ex- 
penditures, the humdrum of a workaday world, 
all revolve about a few simple, unvarying rules 
that constitute the bases of economics. 


What these rules are, why you need to know 
more about them is made clear in First Eco- 
nomics. It presents the basic principles of this | 
science concisely, concretely —and in so inter- 
esting a fashion that you will eagerly read every 
page. It is really a vivid picture of the under- 
lying principles that control the world today. 
Illustrated. 183 pages. Library Buckram. Net, $2. 


Sent on Approval! | 
Dept. HBR726 | 


A. W. SHAW COMPANY 
Cass, Huron and Erie Streets 
New York CHICAGO London 
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( Signed] THOMAS 8S. ROCKWELL, Business Manage 
SEAL) Sw cribed before me thie his 24th day s dey of 
larch, 1926. A. 8. ENDICOTT, Notary Public. (My com- 
salecion expires May 24, 1928.) 
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NTERNATIONAL 


MPORTS AND EXPORTS FINANCED 
NDIVIDUAL ATTENTION 


CCEPTANCE 


RBITRAGE AND FOREIGN EXCHANGE 
DVICE AND INFORMATION 


ANK, INC. 


ONDS AND SECURITIES 
ULLION AND CURRENCY 


52 Cedar Street, New York 


Paut M. WarsurG F. Assot GoopHUE 
Chairman President 




















Denver 


Bonds on Proven Properties 
“Power and Light” 





E. H. Rollins & Sons 


Founded 1876 
200 Devonshire Street, Boston, Mass. 
New York Philadelphia Chicago 


San Francisco Los Angeles London 
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‘Pertinent Facts Concerning a 
Partnership with the Public” 


A pamphlet that should be of interest to execu- 
tives and directors of industrial corporations. 


We shall be pleased to send a copy on request 


SHIELDS & COMPANY 


MEMBERS NEW YORK STOCK EXCHANGE 
52 CEDAR STREET 
NEwW YORK 





























W.H. BALLARD COMPANY 


REALTORS 
BUILDING MANAGERS 


45 MILK STREET BOSTON, MASS. 
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Financing 


Public Utility and Industrial Corpora- 
tions are invited to submit their prob- 
lems to us when new financing is un- 
der consideration. 





To those who are interested we shall be 
glad to send evidence of past success in 
the underwriting and distribution of 
bonds. Ask for our book, “A Record of 
Corporation Financing.” 


A.C.ALLYN*» COMPANY 


ESTABLISHED 19122 


67 W. Monroe St., CHICAGO Phone Randolph 6340 


New York Philadelphia Boston Milwaukee Minneapolis San Francisco 










































Financial Service by Mail 





We welcome inquiries on all matters per- 
taining to investments. Mail orders 





receive immediate and careful attention. 








Estabrook & Co. 


Members New York and Boston Stock Exchanges 
15 State Street 24 Broad Street 
Boston New York 


Providence Hartford Springfield New Bedford 
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~Men Who Do Things 
Writing About What They Do 


EADING minds in the fields of Industry, Com- 

merce, Finance and the Professions are 

monthly contributing of their best thoughts to 
SYSTEM, THE MAGAZINE OF BUSINESS. 


Through its pages they pass on to other business 
men the ideas on production, sales, financing and 
organization which have proved most successful in 
their own experience. Their object is to help and 
inspire others to equal success — to help business 
help itself. 





And 240,000 business men attest each month to the | 
soundness and value of this service by buying : 
SYSTEM, THE MAGAZINE OF BUSINESS. 








(th 4 ee et eS 
‘The MAGAZINE of BUSINESS 


New York CHICAGO London 
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he throttle that guides 


To guideany P “ oS . 
one of many ) \ 
trains,the oe \ 


dispatcher by 

a twist of his on 

wrist Is In In- / if 5 ‘ - — . . 

= // ty ae MIGHTY POWER 1s given to 
nal tower in | . a =) the locomotive engineer, whose 


his territory. : . 
" hand keeps his thundering steed 


in leash. But a hundred times 
that power rests in the hand 
THE seLector Of the dispatcher guiding the 
Heart of the movements of a hundred trains. 
t . ° 
a seep The dispatcher is the center 
of it all, with a Western Electric telephone 
before him and Western Electric telephones 
in every way-station, in sidings along the 
right-of-way and within reach of train crews 
The dispatcher at his tele- and track inspectors. A 
phone, controlling the move- Safe railroad travel is due to the alertness 
ment of trains over long : : 
distances. Western Electric of many men, aided by dependable equip- 
railroad telephones and train . : os 
iis aes ie ment. Western Electric railroad telephones 
made by the makers of your make possible quick and accurate train dis- 
telephone. ° " P 
patching and the safeguarding of lives. 


western Eechric 


SINCE 1869 MAKERS OF ELECTRICAL EQUIPMENT 
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IF 1913 PRICES = 100 


al) Relative fluctuations, from 1913 to 1926 
: in prices of basic elements which make 
up Industrial and Commercial property 
values, are shown on our Chart No. 935-Y. 








ae 





| The chart also compares price trends of 
these elements with various published 
all-commodity price indexes. 


Our Booklet, No. 930-Y,‘‘ Appraisal—An 
Essential to Good Management,”’ con- 
: cisely outlines the many uses of appraisals 
: in problems of modern business admin- 
istration influenced by price changes. 








| a 


A request for the Chart, the Booklet, or 
both, if made on your business letter- 
head to our office below, will bring them 
to you without charge. 





| The American Appraisal Co 


MILWAUKEE 

















PUBLIC UTILITIES - INDUSTRIALS - REAL ESTATE PROPERTIES - NATURAL RESOURCES 
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